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Divorce is a national social problem 
of some proportions. Theorists are not 
quite agreed on whether divorce is itself 
a problem, or whether it is a marriage 
problem. But regardless of the roots, 
the fruit itself presents a practical 
problem in taxes. This is the angle 
that Jay O. Kramer examined in his 
article on the tax situations involved 
in the payment and receipt of alimony. 
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Doggone Tax Problems 
Sir: 


It may be that your readers will get a 
smile or two out of the enclosed newspaper 
clipping taken from the Kansas City Star 
issue of October 1, 1948. 


“At a pre-convention tax forum conducted 
by the Missouri Bar, which opened its busi- 
ness meetings here, a lawyer propounded 
this lengthy question: 


“*As a companion for my two boys, 9 and 
12, I bought and gave to them a dog. The 
dog was named Miss Hush. It cost me $60. 
Not long after the purchase we changed 
the name to Mrs. Hush. In due time Mrs. 
Hush favored us with a litter of four 
puppies. 

“*Six weeks after birth, one of the 
puppies, Miss Whisper, was sold for $25. 
Six months later another was sold for $35. 
A little later Mrs. Hush was traded to a 
kennel for a Mr. Hush of the same breed. 


“‘*One puppy of the original four died and 
we finally gave the other one to a neighbor 
in exchange for a 7-foot stepladder -of the 
reasonable value of $6. In figuring my in- 
come tax for 1948, I would like to have 
the following questions answered: 


“*1. When the four puppies were born, 
should I have considered them a return of 
capital and reduced my tax basis on Mrs. 
Hush accordingly or should I have con- 
sidered. them in the nature of either a tax- 
able or nontaxable stock dividend? 


“*2. Am I chargeable with a short-term 
capital gain on the puppies sold at six weeks 


or may I take the periods I held the puppies 
and the mother? 


“3. Mr. Hush was worth at least $50. 
What is my present tax basis for Mr. Hush? 
“‘4. Can I take a loss on the puppy 
traded for the stepladder worth $6 or, con- 
sidering the puppy to be worth approxi- 


mately $25, do I take $25 as the tax basis 
for my stepladder?’ 
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“Davis Haskin, St.. Louis, to whom the 
question was put, answered in one sentence: 
“*Well, since you originally gave Miss 


Hush to your sons, I would let them worry 
about the tax.’ ” 


LANcIE L. Watts 
Kansas City, Missouri 


Sorry 
Sir: 


You may be interested to know that I 
have already received several letters of com- 
ment on my article in the September issue 
of TAXEs from experts in the field of public 
finance. 


Permit me to call your attention to a fact 
which might put the Census Bureau’s classi- 
fication of taxes in a wrong light. Foot- 
note 2 on page 806, as printed, suggests that 
the Census Bureau has only two groups of 
taxes—sales and gross receipts taxes and 
license and privilege taxes. No indentation 
should have been made for the items start- 
ing with “individual income taxes”; this and 
the six categories following should appear 
as major categories, rather than as _ sub- 
ordinate to the “license and privilege taxes” 
heading. 

JOsEF BEROLZHEIMER 
WASHINGTON, D. C. 


School District Income Tax 
Sir: 


Enclosed is a copy of the resolution re- 
cently adopted by the school district of the 
City of Williamsport, which imposes a one 
per cent income tax on the net incomes off 
residents of that school district and net 
incomes of nonresidents earned therein, 
effective October 1, 1948. 


We believe this tax is an innovation in 
municipal taxation. Most municipal income f 
tax laws impose the tax on payrolls and 
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other earned net income. The enclosed 
resolution attempts to tax all net income 
and is patterned to a great extent after the 
Internal Revenue Code. However, personal 
expenses, including contributions, medical 
expenses, taxes on residences of taxpayers, 
interest on personal obligations, etc., are 


While we are not especially proud of this 
tax, because we do not believe an income 
tax should be imposed by a political unit 
below the state level, we are sending you a 
copy of the resolution so that you may be 
informed of the trend in municipal taxation, 
which we do not consider a particularly 


not deductible. The net incomes of cor- healthy one. 


porations are not taxed because of a pro- 
vision in the state law. 


WILLIAM R. WINN. 
WILLIAMSPORT, PENNSYLVANIA. 


e Here’s a helpful new working tool for the State Tax Man! 


STATE TAX CASES REPORTS 


Designed to keep you posted right up to the minute on the 
important unfolding court decisions affecting state taxation, 
the swift, regular issues of CCH’s authoritative new STATE 
TAX CASES REPORTS hurry to you as a subscriber the full 
texts of the significant relevant court decisions—for all 48 states 
—from both federal and state courts—as they are handed down. 
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Brand-new, encyclopedic in scope, this handy loose leaf “Compilation 
Volume”—provided to new subscribers without additional cost—lays 
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jurisdiction, sets forth the current ruling principles in plain, under- 
standable English. 


Replete with full texts and timesaving digests of leading, pertinent 
opinions, handy Charts, Topical Indexes, up-to-date Case Table, and 
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the High Court’s rulings of current interest on state taxation for over 
a quarter of a century. 
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Tax-Wise 


‘Tax Briefer”’ 


One morning on the downtown subway, 
a slightly built man who was reading TAXES 
—The Tax Magazine was startled by a big, 
polite stranger on the next strap, who asked 
what parts of the magazine he liked, and a 
few more questions of the Gallup-Poll type. 
For all we know, this young reader may 
have thought that he was being interviewed 
by Elmo Roper in person. But it was neither 
Gallup nor Roper who accosted him. It was 
our genial economist, CPA and attorney 
“Tax Briefer.” 

J. H. Landman has always approached 
the tax decision with this analytical ques- 
tioning—a sort of mental stalking of the tax 
precedent involved. “Tax Briefs,” he tells 
us, was born to answer the need of the tax 
man for quickly digested, accurate sum- 
maries of the leading tax decisions of the 
month—a need which, presumably, he de- 
termined by polling tax men as he did the 
reader in the subway. As he once put it, 
“Here are busy, extremely busy, tax men 
literally crying for someone to point out the 
important cases for them and then to tell 
them what those cases mean to them so they 
may tell their clients.” 

“Tax Briefs” (page 1064), which we have 
carried since January, 1947, has filled that 
need. Dr. Landman begins in this issue 
from a new address and a new firm, of 
which he is a member. We wish him and 
his associates success. 


Tax Forum Meeting 


“Federal Tax Night,” sponsored by the 
Federal Tax Forum, Inc., will be held 
on Tuesday, November 9, 1948, in the Man- 
hattan Room of the Hotel Pennsylvania, 
New York City. The guest of honor will 
be Commissioner ‘of Internal Revenue 
George Schoeneman; the principal speaker 
will be Norman Cann, former Deputy Com- 
missioner of Internal Revenue. Other 
government officials, including the collec- 
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Taxes... 
Tax People... 
Things Taxed... 


tors of internal revenue and the revenue 
agents in charge for the various New York 
metropolitan districts, will attend. 
Tickets for the meeting, including dinner, 
are available to the public, and may be 
obtained by addressing the secretary of 
the Forum, Miss Eugenia Reynolds, 902 
Broadway, New York 10, New York. The 
subscription is $10 per person. 


New York's New Commissioner 


Spencer E. Bates has just become the 
new Cominissioner of Taxation and Finance 
of the State of New York. He has been 
identified with the Commission 
capacity since its organization. 


in some 


Tribute to Sewall Key 


When we learned recently of the death 
of Sewall Key, principal assistant to the 
Assistant Attorney General in the Tax 
Division of the Department of Justice, we 
asked J. Louis Monarch, formerly an 
assistant to Mr. Key, for a few re- 
marks upon the passing of this outstand- 
ing government tax man. Here is Mr. 
Monarch’s tribute: 

“The death of Sewall Key on May 15, 
1948, has removed a well-known and much- 
respected figure from the tax scene. He 
was principal: assistant to the Assistant 
Attorney General in charge of the Tax 
Division of the Department of Justice. 
That division represents the government in 
tax cases in all courts except the Tax Coutt. 

“When the Tax Division was created in 
1933, he built up an extremely capable 
organization, which has earned the repeated 
commendation of the courts. He had a 
genius for organization, and under his 
guidance the division functioned smoothly 
and effectively. The division was operated fF 
more as a private law office than as the f 
usual government office: From a_ small f 
beginning, it grew to large proportions, and ff 
handled several thousand cases every yeat. 
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“Mr. Key was a master of brief writing 
and appellate technique. His name has 
probably appeared on more government 
briefs than has that of any other lawyer in 
history. He believed in the direct approach 
to problems. Under his supervision a 
government brief always first presented to 
the court an affirmative argument in sup- 
port of the government’s position, followed, 
when deemed necessary, by a destructive 
analysis of the contentions of the opposi- 
tion. Mr. Key was not a theorist; he was 
always practical. He evolved and developed 
many arguments which were brilliant in 
their simplicity, yet so sound and com- 
pelling that they produced favorable deci- 
sions. He played a leading part in the 
development of the tax law, and was a 
pioneer in securing judicial approval of 
many of the principles which are now re- 
garded as basic. 


“Mr. Key injected no personal philosophy 
into his arguments. He believed in a square 
deal for the taxpayers as well as for the 
government, and he had little patience with 
hypertechnical applications of the tax laws 
when they seemed to him to be opposed to 
good common sense. He believed in being 
frank and candid with the courts, and 
opposed the employment of specious argu- 
ments in order to win a particular case. 
His broad knowledge of the tax laws gave 
him the perspective to appreciate the inter- 
relation of tax problems, and he felt that 
it was more important to secure a proper 
development of the law than it was for 
the government to win a particular case. 
His slogan was this: “The Government 
always wins whenever a case is correctly 
decided.” He thus expressed his appreci- 
ation of the fact that a sound decision is 
always beneficial to the government in the 
long run, even though it may be handed 
down in a case in which the government 
is the loser. 


“Mr, Key’s personal charm and outstand- 
ing ability earned him the admiration and 
respect of all with whom he came in con- 
tact, including many attorneys who repre- 
sented opposing interests. His passing is 
widely regretted by a host of friends, and 
the accomplishments of his long and dis- 


tinguished career will not soon be for- 
totten.” 


Tax Law ‘‘Popularized’’ 


For many years now, we have had the 
field of tax law to ourselves, in a manner 


of speaking. Lately, however, we cannot 
Pick up a popular magazine without read-- 


Tax-Wise 


ing something about our high taxes and 
assorted bits_of advice on the changes that 
should be made. 


Perhaps this is a sign of health. But 
perhaps it is “the burps.” By that, we 
mean that in their attempts to write down 
to the level of their readers’ intelligence, 
these other magazines more often succeed 
in inculcating a lot of phony ideas that 
will later be hard to shake. It all adds up 
to more obfuscation of the subject, instead 
of a gentle breeze to blow the clouds 
away for a clearer view. 


One such article finds it surprising that 
we have five hundred kinds of taxes, and 
that taxes sometimes have been levied for 
the purpose of redistributing the’ wealth. 
Neither of these propositions is startling 
to the tax man. The remedy proposed by 
such articles is usually a “considerable dose 
of constitutional amendment.” 


But it isn’t easy to amend the Consti- 
tution, and its makers did not intend that 
it should be amendable at every whim. Of 
the two methods by which constitutional 
amendments may be effected, only one is 
workable. 


’ Attention should be directed to the fact 
that taxes are used to pay the costs of 
government—the kind of government the 
people either want or tolerate, depending 
upon the individual’s point of view. The 
seat of the tax trouble may be found in 
the people, and in the fact that many are 
too ready to vote for spending and too 
derelict to think the matter through to 
its conclusion. 


Let’s not suggest tinkering with the 
federal Constitution, or with state consti- 
tutions, as a solution to any of our tax 
problems. Rather, let’s educate the public 
in such propositions as the fact that the 
average per capita tax burden is $362 per 
year, or that $78 is the average amount in 
hidden taxes that everyone pays throughout 


the year, whether or not he receives a tax 
bill. 


Japan Gets New Tax System 


Experts from the United States have 
been at work in Japan Americanizing that 
country’s tax system; and according to the 
report of Mr. Shavell in the National Tax 
Journal (publication of the National Tax 
Association), they have done a pretty good 
job of Americanization. Japan now has a 
personal income tax, a withholding system, 
corporate income and excess profits taxes 
and estate and gift taxes. But see “Books 

. Articles,” page 1077. 
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Our Cover 


This month’s cover features the picture of 
Daniel A. Bolich, who has just been ap- 
pointed Assistant Commissioner of Internal 
Revenue. He goes to this office from the 
position of special agent in charge of the 
New York Division of the Intelligence Unit. 
This division comprised the States of New 
York and New Jersey. 


Mr. Bolich was born on October 31, 1899, 
at Wadsworth, Ohio. 


He entered the Internal Revenue Service 
on February 1, 1922, as a deputy collector, 
having been appointed by C. F. Routzahn, 
Collector of Internal Revenue at Cleveland, 
Ohio. In January, 1923, he was assigned to 
New York City as a general deputy collector. 
In May of the same year, he became an in- 
ternal revenue agent assigned to the Super- 
visor of Accounts and Collections in New 
York. In October, 1924, he was assigned as 
special agent to the Intelligence Unit, New 
York Division. 

Mr. Bolich was appointed as the internal 
revenue agent in charge of the Philadelphia 
Division in December, 1929, and the internal 
revenue agent in charge of the Newark Divi- 
sion in June, 1932. In September of the 
same year, he became the internal revenue 
agent in charge of the Brooklyn Division, 
which position he held until May 15, 1945, 
the date of his appointment as the internal 
revenue agent in charge of the Upper New 
York Division. 


Supreme Court Calendar 


The Supreme Court convened on October 
4 with a heavy calendar of federal tax cases: 

Akers et al. v. Scofield. This is an appeal 
from the Circuit Court’s holding that in 
swindling operations title to the property 
acquired by the swindler passes to the swin- 
dler and constitutes income to him. 48-1 
ustc J 9249. Docket 165. 


Daniel A. Bolich 


New Assistant Commissioner 


. . . Supreme Court Calendar 


Washington Tax Talk 


Bank of America National Trust & Savings 
Association v. U. S. For six years prior to 
the taxable year, the taxpayer claimed de- 
preciation deductions for furniture and fix- 
tures in excess of the amounts charged off 
on its books. The Commissioner refused to 
restore the aggregate excess depreciation 
claimed on the returns over the charged-off 
amounts. The Commissioner was sustained 
by the Circuit Court. This is an appeal from 
that holding. 48-1 ustc J 9308. Docket 213. 


Bloomfield Ranch et al. v. Commissioner, 
An agreement between members of an or- 
ganization, engaged in disposing of certain 
real properties for profit, provided that it be 
binding on the heirs, etc., of each member, 
that each member’s interest be transferable 
and that the management be vested in one 
member known as the operator. The agree- 
ment further provided that either the oper- 
ator or any other corporation could take 
title to the real property. This organization 
was held to constitute an “association” tax- 
able as a corporation, and not a partnership, 
notwithstanding lack of joint activity be- 
tween the nonmanaging members (investors). 
48-1 ustc J 9251. Docket 137. 


Central Investment Corporation v. Commis- 
sioner. The Ninth Circuit held that the Cali- 
fornia franchise tax imposed on corporations 
for the privilege of doing business accrues 
on the first day of the “taxable” or “privi- 
lege” year, rather than on the last day of the 
preceding or “income” year, the income for 
which is the basis for the franchise tax. 48-1 
usTc J 9268. Docket 194. 


Chapman v. U. S. The Seventh Circuit held 
that in criminal proceedings brought for eva- 
sion of taxes, the appellant, even though he 
acted as an agent for a corporation in col- 
lecting income, is liable for attempted eva- 
sion of the tax due thereon. 48-1 ustc {J 9312. 
Docket 252. 


Culbertson, Sr., W. O. et al.; Commissioner 
v. The Commissioner, by this appeal, hopes 
to upset the Circuit Court holding that a 
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valid partnership existed between the tax- 
payer and his sons. The sons failed to render 
full-time services to the partnership as orig- 
inally planned, because they were called into 
military service, or to contribute capital orig- 
inating with them. 48-2 ustc J 9324. Docket 
313. 


Ecco High Frequency Corporation v. Com- 
missioner. The Second Circuit held (1) that 
in determining the reasonableness of com- 
pensation paid by the taxpayer-corporation 
to its president-owner, the Tax Court was 
not bound by trade customs, and upon the 
facts the court’s determination that a lesser 
amount than that paid was the reasonable 
value of the president’s services was not 
arbitrary; and (2) that the Commissioner’s 
determination as to what portion of legal 
fees paid by the taxpayer-corporation was 
for legal services rendered to itself and in 
behalf of its president personally, and was 
therefore not deductible, must stand, for the 
taxpayer failed to sustain the burden of proof 
that such determination was erroneous. 48-1 
ustc J 9255. Docket 175. 


Economos v. Commissioner. The taxpayer 
transferred a one-half interest in a business 
to a trustee of a trust created by the tax- 
payer for the benefit of her two minor chil- 
dren. The Circuit Court held that this was 
not a valid pa*tnership for income tax pur- 
poses since neither the trustee nor the bene- 
ficiaries rendered any service to the business. 
48-1 ustc J 9243. Docket 202. 


First State Bank of Stratford v. Commis- 
sioner. Notes were distributed to stockhold- 
ers of the taxpayer-corporation, which had 
previously been charged off and deducted as 
worthless in the taxpayer’s income tax re- 
turn. The bad debts were no longer capital 
assets and their distribution in kind effected 
an anticipatory assignment of future corpo- 
rate income, and amounts collected by the 
stockholders on these notes were taxable to 
the corporation. This was the decision of the 
Circuit Court. 48-2 ustc J 9317. Docket 285. 


Graham Flying Service v. Commissioner. 
Since the taxpayer employed its entire cap- 
ital as a “material income-producing factor” 
within the meaning of Code Section 725 (a), 
it was not exempt as a personal service cor- 
poration. This case is on appeal from the 
Eighth Circuit. 48-1 ustc J 5921. Docket 108. 


Jacobson; Commissioner v. The Seventh 
Circuit held (1) that where the taxpayer 
bought bonds of his own issue at less than 
face value, partly out of direct dealing with 
the holders and partly through agents, the 
difference between the purchase and issue 
prices was not taxable in either case; and (2) 


Washington Tax Talk 


that in giving effect to a Tax Court finding 
that the taxpayer could take a deduction for 
automobile and entertainment expenses in 
his law practice, the Commissioner failed to 
give credit under Rule 50 for the proper 
amount. 47-2 ustc 7 9406; 485 CCH { 9041. 
Dockets 32-33. 


Josephs v. Commissioner. This is an appeal 
from a holding that an administrator may 
not deduct attorneys’ fees and a cash settle- 
ment arising out of litigation of a claim 
against him for mismanagement since, al- 
though the expenses arose in connection 
with an income-producing activity, they did 
not result from conditions standing in the 
way of the production of the income. 48-1 
usTC J 9273. Docket 225. 


Locke Machine Company v. Commissioner. 
Having failed to introduce evidence and 
testimony with regard to compensation paid 
similar employees engaged ‘in. similar in- 
dustries, the taxpayer did-not sufficiently 
carry the burden of proof. The Commissioner’s 
and Tax Court’s determination that com- 
pensation paid four executive officers of the 
taxpayer corporation was unreasonable, was 
therefore sustained. 48-1 ustc J 9271. Docket 


‘280. 


National Carbide Corporation et al. v. Com- 
missioner. The Second Circuit held that the 
income of the taxpayers, wholly owned sub- 
sidiaries of Air Reduction Company, Inc., 
constituted income of the taxpayers rather 
than of the parent. 48-1 ustc J 9229. Dockets 
151-153. 


Nordling et al. v. Commissioner. The court 
below (1) found that the taxpayer’s wife 
was merely a co-purchaser of an interest in 
a partnership between the taxpayer and his 
wife, where the facts showed that she had 
no independent means and performed only 
negligible services for the business; and (2) 
disallowed loss on the sale of stock to a 
sister-in-law since her participation in the 
sale was purely nominal. 48-1 ustc { 9223. 
Docket 105. 


Phipps ; Commissioner v. The Commissioner 
has appealed from a decision of the Tenth 
Circuit which held that under the rule of Com- 
missioner v. Sansome, 3 ustc J 978, 60 F. (2d) 
931, both earnings or profits and deficits 
acquired from wholly owned subsidiaries in 
tax-free exchanges are to be considered in 
determining the amount of accumulated earn- 
ings or profits available for distribution as 
dividends by the acquiring corporation, and 
that the taxpayer is taxable upon only that 
portion of a cash distribution received in 
1937 which was made from earnings as de- 
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termined under the Sansome rule. 48-1 ustc 
{ 9206. Docket 83. 


Railway Express Agency, Inc. v. Commis- 
stoner. The Second Circuit held (1) that 
where the taxpayer was the exclusive agent 
of seventy participating railroads whose 
stockholdings in respect to the business were 
nominal, and who shared in the profits on 
the basis of the percentage of business trans- 
acted over their lines, the taxpayer consti- 
tuted a separate taxable entity; and (2) that 
the agreements between the participating 
railroads and the taxpayer were not con- 
tracts prohibiting the payments. 48-2 ustc 
{ 9342. Docket 247. 


Revere Land Company v. Commissioner. 
Where Corporation A was the owner of land 
which it leased to Corporation C and also 
contributed cash to such lessee under an 
agreement with Corporation B (financing 
agent in the corporate triangle), and where 
the record showed that the disbursements 
by A were not intended to be a capital in- 
vestment in the building which was built by 
and operated by C and to which C held title, 
A was not entitled to depreciation on the 
building, but C, complete owner of the build- 
ing on the leased land by reason of the fact 
that it bore the entire cost of construction, 
was the taxpayer entitled to the depreciation 
allowance. Corporation A has appealed 
from this decision of the Third Circuit. 
48-1 ustc J 9313. Docket 261. 


Strauss v. Commissioner. The Second Cir- 
cuit held that the taxpayer, in assigning all 
his rights, title and interest in a photographic 
process known as “Kodachrome,” made an 
assignment of royalty payments due him in 
consideration of his services in connection 
with the financing of the process, and did 
not assign an income-producing asset. The 
assigned payments were, therefore, the re- 
sult of past personal services rendered by 
the taxpayer, and were taxable to him. It 
was also held that where the taxpayer had 
acquired Class A stock in two units, and re- 
ceived common stock as a bonus upon the 
purchase of the first unit of Class A stock, 
the Tax Court was not bound to treat the 
two purchases of Class A stock as a unit 
instead of separately for purposes of appor- 
tioning the purchase price. 48-1 ustc f 9301. 
Docket 288. 


Wisconsin Electric Power Company v. U. S. 
Electrical energy sold to twenty-seven dairies 
which pasteurized their milk was held tax- 
able since the predominant character of that 
business was found to be of a “commercial” 
and not an “industrial” nature. 48-1 UsTc 
{ 9281. Docket 237. 
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Wodehouse; Commissioner v. An amount 
received by a nonresident alien author for 
serial rights is not royalty income but pay- 
ment for property sold, and is not taxable. 
48-1 ustc § 9221. Docket 84. The Commis- 
sioner has appealed from this decision of 
the Fifth Circuit. 


Also on the Supreme Court calendar are 
several important cases involving state taxes, 


The taxpayer in the case of Bayuk Cigars, 
Inc. v. Commonwealth of Pennsylvania (No. 
236) is seeking the reversal of the decision 
of the Pennsylvania Supreme Court that 
the value of imported tobacco in original 
packages stored in United States Govern- 
ment warehouses, located in Pennsylvania, 
constituted a part of the capital of the for- 
eign corporation to be employed within the 
Commonwealth. The Pennsylvania court 
held, therefore, that the value of the tobacco 
was properly included as an element of the 
subject capital in measuring the amount of 
bonus liability of the foreign corporation. 

In State of New York v. Carter (No. 200), 
the United States Court of Appeals for the 
Second Circuit held that although state tax 
claims against a bankrupt estate had priority 
in payment in respect to the principal amount, 
the interest thereon was allowable only to 
the date of the filing of the petition in bank- 
ruptcy. 

The tax situs of tugboats and barges owned 
by foreign corporations is involved in the case 
of Ott et al. v. Mississippi Valley Barge Line 
Company et al. (No. 244). The United States 
Court of Appeals for the Fifth Circuit held 
that tugboats and barges of a foreign cor- 
poration making regular or irregular stops 
at the port of New Orleans did not acquire a 
tax situs in Louisiana, and therefore were 
not subject to ad valorem taxes assessed by 
the City of New Orleans and the State of 
Louisiana. 

The validity of a property tax on goods 
destined for transshipment to a foreign country 
is the issue in the case of Joy Oil Company, 
Ltd. v. State Tax Commission (No. 223). The 
Michigan Supreme Court held that a quan- 
tity of gasoline stored in tanks in Michigan 
pending transshipment to Canada was sub- 
ject to ad valorem taxation. 

In Johnson et al. v. Smith et al. (No. 166), 
the New York Court of Appeals held that 
New York tax law, which directs the county 
treasurer to sell real estate for unpaid taxes, 
applies to property held by a receiver in par- 
tition proceedings, and that the county treas- 
urer is not required to obtain court leave 
and approval of the tax sale. 


(Continued on page 1070) 
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Modification of United States vi 
Tax Law by Treaty 


ROME, ITALY 
OCTOBER 5, 1948 


* THE COURSE of the past twelve years 
the United States has become a party 
to income tax treaties with France, Canada, 
Sweden and the United Kingdom. These 
treaties have received their stimulus from 
the United States policy of fostering such 
treaties in the interests of international 
trade and closer and more friendly associa- 
tion among the nations generally. The 
fundamental authority upon which such 
treaties rest is found in those provisions 
of the United States Constitution which 
confer upon the United States; as an es- 
sential attribute of its sovereignty, the 
power to make treaties.’ 


Indicative of the tax treaty policy 
adopted, as set forth above, there were 
embodied into the revenue laws of the 
United States (beginning with the Revenue 
Act of 1936) two significant provisions, 
one stipulating that income “of any kind, 
to the extent required by any treaty obli- 
gation of the United States,” be excluded 
from gross income,” and the other stipulat- 
ing that the rate of income tax imposed 
generally upon investment income derived 
from sources within the United States by 
nonresident aliens or by nonresident foreign 
corporations may be reduced by treaty to 


1 Article II, Section (2), paragraph (2); Ar- 
ticle VI, Section (2). 

*Code Section 22 (b) (7), and corresponding 
provisions of prior revenue acts, beginning with 
the Revenue Act of 1936. 


Modification of Tax Law 


By ELDON P. KING 


_not less than five per cent in the case of 


countries of the Western Hemisphere? 


In analyzing the cited treaties to as- 
certain the extent to which they modify 
the revenue laws: of the United States, it 
seems desirable to do so from the stand- 
point of the various classes of income. 
This is the basis of the framework of all 
treaties to which the United States is a 
party in providing rules of treatment ap- 
plicable to specific items of income. 


Business Income 


One of the most important items of 
income made the subject of provisions in 
tax treaties to which the United States 
is a party is business income or, as it is 
referred to in such treaties, industrial or 
commercial profits. It is universally recog- 
nized that an enterprise foreign as to the 
state imposing tax thereon is properly sub- 
ject to tax upon its business income from 
sources within the country imposing the 
tax. Taxation upon the basis of the source 
of the income, while theoretically simple, 
is frequently complex in application. Such 
complexity is especially characteristic of 
business income, 


Whether a business enterprise purchasing 
goods in one country and selling them in 


3 Code Sections 211 (a) and 231 (a), and cor- 
responding provisions of prior revenue acts, 
beginning with the Revenue Act of 1936. 
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another should be subject to tax in the 
latter country upon the entire income aris- 
ing from the sale; what proportion of gross 
profit should be allocated to the country 
where goods are manufactured and what 
proportion to the country where the goods 
are sold; what allocation, if any, of head 
office expenses should be made to the gross 
income derived from within the other coun- 
try; whether the passage of the substantive 
property in goods constitutes the precise 
place of sale of goods or, on the other 
hand, the negotiations for the sale should 
be determinative—all are problems to which 
various countries apply widely varying prin- 
ciples and practices. 


Permanent Establishment Principle 


While these problems remain (where a 
permanent establishment exists) under the 
income tax treaties to which the United 
States is a party, it can safely be said 
that they have been considerably reduced 
through the operation of such treaties.* 
This desirable result has been reached 
through adoption of the principle of perma- 
nent establishment and, more specifically, 
in the definition of that term. Under all 
of these treaties, if a foreign business enter- 
prise has no permanent establishment in 
the United States, it is not subject to 
United States tax upon its business income 
from sources within the United States. 
The absence of a permanent establishment 
in the United States thus insures that the 
foreign enterprise is not subject to United 
States tax with regard to this class of 
income. The medium through which such 
exemption from United States tax is recon- 
ciled to the carrying on of an active business 
in the United States is the principle uni- 
formly found in all of the treaties cited 
above: that a bona fide commission agent, 
broker or custodian, acting in the ordinary 
course of his business, does not constitute 
a permanent establishment. Under United 
States income tax law, a French enterprise, 
for example, selling champagne in the 
United States through a commission agent, 
in the absence of a tax treaty, is liable 
for United States tax. Likewise, a United 
Kingdom enterprise marketing toilet goods 
or a Canadian enterprise marketing wood 
pulp products on the United States markets 





4 Article II, and paragraph 1 (a), Protocol, 
United States-Sweden treaty; Article I, and par- 
agraph. 3 (f), Protocol, United States-Canada 
treaty; Article 3, and paragraph III, Protocol, 
United States-France treaty; Article III, and 
paragraph 1 (1), Article II, United States-United 
Kingdom ‘treaty. 


is, in the absence of a treaty, subject to 
United States tax on the profits derived 
from transactions carried on through the 
commission agent. Under the reciprocal 
exemptions relating to business income, 
however, such enterprises are not subject 
to United States taxes if they continue to 
carry on their activities through the medium 
of a commission agent. This, then, is the 
most useful and most frequently invoked 
provision in the field of business income, 
for it offers, severally, to the foreign enter- 
prise selling its goods within the United 
States, or to the United States enterprise 
selling its goods within the foreign country, 
the opportunity to carry on its business 
activities therein through the medium of 
the commission agent without incurring 
the burdens of allocating income and ex- 
penses within the respective countries and 
ascertaining the source of the income or 
the place of sale, with the inevitable prob- 
lems attendant upon the taxation of busi- 
ness income by both countries. 


Intimately related to the principle of 
permanent establishment are those rules 
found in all of the treaties to which the 
United States is a party as to the deter- 
mination of business income from sources 
within the contracting countries where there 
is a permanent establishment or a domestic 
subsidiary of a parent corporation of the 
other contracting country. These rules can 
hardly be regarded as altering United States 
income tax law as to source of income' 
since they are, in principle, consistent with 
the provisions of the United States statute. 
The rules anticipate that special cases will 
arise to lay the groundwork for adjust- 
ments between the two countries with a 
view to avoiding double taxation. 


Shipping and Aircraft Operations 


Other principles related to the general 
field of business income are found in those 
articles of the tax treaties under which 
reciprocal exemption is granted to profits 
derived from shipping and aircraft. opera- 
tions. These provisions frankly recognize 
the impracticability of ascertaining with 
any degree of accuracy the amount of 
earnings derived from shipping and aircraft 
operations from sources within the other 
country. In practice, it has been found 
that some few countries which have no 
merchant or air fleets, but are heavy ex- 
porters of natural resources and follow 
solely a basis of taxation at source, enter- 





5 Code Section 119 (e). 
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tain an understandable reluctance to exempt 
foreign shipping and aircraft. Nevertheless, 
many countries in that group take the 
larger view of the problem and, in the best 
interests of the development of their natural 
resources, adhere to the principle of exempt- 
ing shipping and aircraft. 


The results thus reached through the 
adoption of the “permanent establishment” 
principle are similar to those of the numer- 
ous “agency” arrangements to which the 
United Kingdom is a party under authori- 
zation contained in Section 17 of the United 
Kingdom Finance Act of 1930. 


The definition of “enterprise” to which 
the exemption from United States tax is 
granted under the circumstances herein 
described follows the same general pattern 
in all the cited treaties. In the Swedish, 
French and Canadian treaties, it is an 
enterprise carried on by a corporation or- 
ganized under the laws or by a resident 
of the respective country. In the United 
Kingdom treaty, it is an enterprise carried 
on by “a resident of the United Kingdom,” 
and for this purpose a corporation is con- 
sidered a resident of the United Kingdom 
if its business is managed and controlled 
in the United Kingdom. 


The United States, in all its treaties, 
reserves the right, generally, to subject to 
United States tax its citizens, residents 
and corporations as though such treaties 
had not been adopted. 


Investment Income 


Dividends flowing from sources within 
the United States to investors residing out- 
side the United States constitute approxi- 
mately eighty-five per cent of all investment 
income leaving the United States. Cur- 
rently, United States tax imposed upon 
dividends derived by nonresident aliens not 
engaged in trade or business within the 
United States or by nonresident foreign 
corporations from United States sources is, 
in the absence of treaty provisions to the 
contrary, thirty per cent. In the tax treaties 
with Canada and the United Kingdom, the 
rate has been reduced to fifteen per cent 
and in the Swedish treaty, to ten per cent.’ 
The French treaty contains no provision 
relating to United States tax on dividends 
from sources within the United States. 
The reduction of the rate in the case of 
Canada is applicable to a resident of Canada 





6 Article XI, United States-Canada treaty; Ar- 
ticle VI, United States-United Kingdom treaty; 
Article VII, United States-Sweden treaty. 
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or to a Canadian corporation not engaged 
in trade or business within the United 
States; it applies in the case of the United 
Kingdom to a resident of the United King- 
dom (including a foreign corporation) not 
having a permanent establishment in the 
United States if the resident or corporation 
is subject to United Kingdom tax upon 
the dividend. 


Under United States law, it sometimes 
happens that a dividend paid by a corpora- 
tion foreign as to the United States (even 
where the dividend is disbursed outside the 
United States) constitutes income from 
sources within the United States." In the 
Canadian treaty, the United States waives 
its tax upon dividends and interest paid by 
a Canadian corporation when received by 
nonresident aliens as to the United States 
who are resident in Canada.* In the United 
Kingdom Treaty, the dividends and interest 
paid by a United Kingdom corporation 
are not subject to United States tax when 
received by a shareholder other than a 
citizen, resident or corporation of the 
United States.° 


' Interest 


Like dividends and all other investment 
income derived from United States sources 
by a nonresident alien, a tax of thirty per 
cent is imposed upon the gross amount of 
interest so derived by nonresident aliens 
or by foreign corporations not engaged in 
trade or business within the United States. 
Under the Canadian treaty, however, the 
rate is reduced to fifteen per cent.” Under 
the United Kingdom treaty, interest is 
exempt from United States tax if derived 
by a resident of the United Kingdom.” 
Such reduced rate or exemption,’ as the 
case may be, is conditioned upon the same 
qualifications as apply to dividends: that 
is, in the case of Canada the fifteen per 
cent applies only if the resident of Canada 
or the Canadian corporation is not engaged 
in trade or business in the United States; 
in the case of the resident of the United 
Kingdom it is further conditioned upon 
such resident’s not having a permanent 
establishment in the United States and on 
his being subject to United Kingdom tax 
on such interest. In the case of the United 
Kingdom, however, no exemption from 
United States tax applies to interest paid 





7 Code Section 119 (a) (2) (B). 
8 Article XII. 
® Article XV. 
10 Article XI. 
11 Article VII. 
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by a United States corporation to its United 
Kingdom parent corporation owning the 
majority of the stock of the paying corpora- 
tion. Neither the French treaty nor the 
Swedish treaty contains any provision ap- 
preciably affecting the United States taxa- 
tion of interest from United States sources. 


Royalties 


Under the French and United Kingdom 
treaties, royalties are exempt upon a re- 
ciprocal basis, thus eliminating the United 
States tax at the rate of thirty per cent 
collected at the source upon such item. 
The elimination applies in the case of (a) 
a resident or corporation or other entity 
of France not having a permanent establish- 
ment in the United States* and (b) a 
resident of the United Kingdom (including 
a corporation having no permanent estab- 
lishment in the United States and subject 
to United Kingdom income tax with respect 
to such royalty).”™ In the Swedish treaty, 
exemption from United States tax with 
respect to royalties is applicable to the 
resident, corporation or other entity of 
Sweden regardless of whether it has a per- 
manent establishment in the United States. 
The Canadian treaty reduces the United 
States rate on royalties to fifteen per cent 
in the case of residents of Canada and 
Canadian corporations not engaged in trade 
or business in the United States. 


Natural Resource Royalties 
and Real Property Rentals 


In the United Kingdom treaty, for the 
first time the United States tax rate of 
thirty per cent was reduced to fifteen per 
cent with respect to income from natural 
resource royalties and real property rentals, 
subject to the conformance of the recipients 
of that income to the same conditions as 
those with respect to dividends and inter- 
est.* The United Kingdom treaty con- 
tains the additional provision that the 
recipient of such royalty or rental may 
elect, for the taxable year, to be subject 
to United States income tax upon his 
entire net income from sources within the 
United States as if he had a permanent 
establishment therein for that taxable year. 
The reason underlying the provision is the 
fact that these items of income in many 
instances contain a relatively small segment 


2 Article 7. United States-France treaty. 

1% Article VIII, United States-United Kingdom 
treaty. 

14 Article IX. 
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of actual income in view of the allowances 
which should be applied to such items for 
depletion, depreciation and other factors 
incident to recovery of the cost of the 
property from which the income arises. 


Earned Income 


From the inception of its tax treaty 
policy, the United States has encouraged 
the adoption of provisions to facilitate 
the ingress and egress of fore'gn business 
visitors to and from the United States, 
thus relieving them from the annoyances 
and delay attendant upon the determina- 
tion of earned income from sources within 
the United States and other factors essential 
to determining United States tax liability 
in such cases. 


With this end in view, the United States 
has adopted in the Swedish, Canadian and 
United Kingdom treaties the so-called 183- 
day rule, whereby the alien, a resident of 
any of these countries, may come to the 
United States on business for the designated 
period or periods in the taxable year with- 
out being subject to United States tax 
upon earned income attributable to the 
period of his stay in the United States.” 
The Swedish and United Kingdom treaties 
have no limitation upon the amount of 
the exempt income attributable to the pe- 
riod of the alien’s presence in the United 
States; the Canadian treaty has a $5,000 
exemption. The Canadian and Swedish 
treaties have limited exemptions where the 
employer is a resident or other entity of 
the country in which the employee is tem- 
porarily present, but the United Kingdom 
treaty makes no such provision. 


In this regard the French treaty is 
unique: the existing law of either country 
which relates to earned income is left 
undisturbed, except that the treaty pro- 
vides for a liberal rule with respect to 
earned income from “the exercise of a 
liberal profession,” the latter not being 
subject to tax where the individual is tem- 
porarily present unless he has therein a 
“fixed center.” Thus, a nonresident alien, 
a resident of France who is a doctor, 
lawyer, physicist or artist, for example, may 
come to the United States for such period 
as will fall short of residence in the United 
States and remain exempt from the United 
States tax on his earned income unless he 
has established a “fixed center” in the 
United States. 


1% Article VII, United States-Canada treaty; 
Article XI, United States-United Kingdom 
treaty; Article XI, United States-Sweden treaty. 
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In contrast to these treaty provisions 
are the sections of the Internal Revenue 
Code which provide that: 


(a) Earned income is derived from the 
place or country where the services for 
which the compensation is paid are rendered. 


(b) Exemption from United States tax 
on such earned income is granted (1) if 
the alien is present in the United States 
for not more than ninety days during the 
taxable year; (2) if his compensation al- 
locable to the period of his services in the 
United States does not exceed $3,000; and 
(3) if his employer is an alien or foreign 
entity outside the United States. 


Pensions and Life Annuities 


Private pensions and life annuities de- 
rived from sources within the United States 
by a nonresident alien residing in the re- 
spective countries are, under tax treaties 
to which the United States is a party, 
exempt from United States tax.” This 
exemption is based solely on residence of 
the nonresident alien in the other country. 
In the absence of treaties, such items, to 
the extent that they represent income from 
sources within the United States, would 
be subject to United States tax in the hands 
of the recipients. 


Government Salaries 


The government salary exemption provi- 
sions in all of the treaties to which the 
United States is a party disturbed but 
slightly the corresponding provisions of 
United States income tax law.” The 
United States-United Kingdom treaty, 
however, contains a unique prov'sion de- 
signed to solve the dual nationality aspect 
of the problem. Under this provis‘on, the 
United States, upon a reciprocal basis, will 
not impose its income tax upon compensa- 
tion for services rendered to the United 
Kingdom or to instrumentalities thereof by 
an individual who is an al‘en or who is a 
‘citizen of the United States as well as a 
British subject. Under United States in- 
come tax law, the latter individual would 


be subject to United States tax on such 
income.” 


% Article X, United States-Sweden treaty; Ar- 
ticle 8, United States-France treatv; Article VI, 
United States-Canada treaty; Article XII, United 
States-United Kingdom treaty. 

” Article X, United States-Sweden treaty; Ar- 
ticle VI, United States-Canada treaty; Article 
8, United States-France treaty; Article X, United 
States-United Kingdom treaty. 

‘s Code Section 116 (h). 
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In the administration of the cited section 
of the Internal Revenue Code, the United 
States has experienced situations in which, 
because of lack of reciprocity on the part 
of the other country, the United States 
was unable to accede to exemption from 
its tax in the case of alien employees 
of foreign governments. In the interest of 
avoid ng such situations, and in face of 
the small amount of revenue involved, the 
United States has favored rather broad 
exemptions in this regard. 


Visiting Teachers 


The only treaty now in effect ‘which 
exempts visiting teachers from United States 
tax is that with the United Kingdom.” 
The visiting teacher or professor (other 
than a cit'zen of the United States) who 
is a resident of the United Kingdom may 
be present. in the United States for a 
period of not more than two years without 
liability to United States tax on his com- 
pensation for services in teaching at a 
university, college or other institution of 
learning situated in the United States, 


_ even though he is paid by such institution. 


Under existing law, he would be subject 
to United States tax on such compensation. 
It should be observed, however, that if he 
comes to the United States under circum- 
stances indicating his intention to become 
a permanent resident of the United States, 
the exemption does not apply. If such 
circumstances exist, he is subject to tax as 
a resident of the United States. 


Capital Gains 


While most countries impose, to a limited 
extent, tax in one form or another upon 
gains derived from the sale or exchange of 


capital assets, the United States has 
brought such ga‘ns within the scope of its 
tax upon a much more comprehensive scale, 
perhaps, than has any other country. This 
is especially true in the case of the sale or 
exchange of stocks, securities and commod- 
ities—the casual and nontrading transac- 
tions which are usually not taxed by other 
countries. These factors have attracted 
considerable interest in all of the discus- 
sions in which the United States has par- 
ticipated incident to framing the text of 
tax treaties. Since 1936, the United States 
has ceased to impose its tax upon such 
gains where the nonresident alien or the 
nonresident foreign corporation is not other- 


” Article XVIII. 
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wise engaged in trade or business within 
the United States. As the overwhelming 
majority of aliens and foreign corporations 
deriving income from sources within the 
United States fall into that category, but 
a small percentage of aliens and foreign 
corporations remains subject to tax on 
capital gains. These facts have had im- 
portant effect upon the formulation of the 
capital gains provisions in the treaties with 
Sweden, Canada, France and the United 
Kingdom. In all of these treaties it is 
provided, upon a reciprocal basis, that the 
United States will not impose capital gains 
tax upon a nonresident alien who is a 
resident of one of those countries or upon 
a corporation of those countries unless the 
alien or corporation has a permanent estab- 
lishment within the United States in the 
year in which it realizes the gains.” This 
has the general effect of freezing the pro- 
visions of United States existing law for 
the period of the respective treaties insofar 
as residents and corporations of such 
countries are coneerned. 


In this regard it is a matter of con- 
siderable internal interest in the United 
States that United States citizens and 
residents, including domestic corporations, 
continue to be subject to tax upon such 
gains. The exemption enjoyed by aliens 
and foreign corporations under the cited 
treaties, therefore, has attracted critical 
attention. 


Undistributed Profits 


Under United States income tax law a 
corporation may be assessed an additional 
income tax if it has been “formed or availed 
of for the purpose of preventing the imposi- 
tion of the surtax upon its shareholders,” 
or if it is a personal holding company.” 
These provisions are applicable alike to 
domestic and foreign corporations, but in 
the case of the foreign corporation the 
income brought within the scope of the 
tax is only such income as is derived from 
sources within the United States. Where, 
however, the foreign corporation is wholly 
owned by nonresident aliens and its divi- 
dends do not constitute income from the 
United States sources, neither of these taxes 
is in fact imposed. In the treaties with 
Canada and the United Kingdom, it is 
provided that Canadian and United King- 


20 Article IX, United States-Sweden treaty; 
Article VIII, United States-Canada treaty; Ar- 
ticle 11, United States-France treaty; Article 
XIV, United States-United Kingdom treaty. 


21 Code Sections 102 and 500. 


dom corporations shall be exempt from the 
United States tax if they are controlled by 
residents of Canada or by residents of the 
United Kingdom, as the case may be” 
No such provision is found in either the 
Swedish or the French treaty. 


The treaties with Canada and the United 
Kingdom provide that where United States 
tax liability, in the case of residents and 
corporations of these two nations, for years 
prior to the effective dates of the respective 
treaties remains unpaid as at the respective 
dates of signature of the treaties, the ap- 
propriate United States revenue authority 
is given the power to settle the tax liability. 
In the event that he exercises this power, 
the United States tax law in effect since 
1936 is applied retroactively to relieve eligi- 
ble taxpayers from United States tax on 
capital gains if they were not engaged in 
trade or business with the United States 
during the taxable year. In these settle- 
ments the taxpayers concerned are not sub- 
ject to United States tax on dividends or 
interest paid by corporations of their re- 
spective countries.“ A somewhat similar 
provision as to capital gains is found in 
the treaty with France. The purpose of 
these provisions was to dispose of the few 
unsettled cases which involved capital gains 
from sources within the United States. 


In the credit provisions of United States 
law whereby the domestic taxpayer is al- 
lowed a credit against the United States 
tax for foreign income tax, credit is gen- 
erally allowed only for the foreign tax 
actually paid by the taxpayer claiming the 
credit. As this principle was applied to 
the shareholder of a British corporation, 
the shareholder was not allowed a credit 
under United States law for the United 
Kingdom “standard” tax with respect to 
the dividend he had received.* However, 
the United States-United Kingdom treaty 
provides that this tax may be allowed as 
a credit.™ 

Under all the treaties to which the 
United States is a party, it is provided 
that students or business apprentices whe 
are residents of one contracting state, 
while temporarily present in the other con- 
tracting state to undergo training there, 
shall be exempt from tax by the latter state 


2 Article XIII, United States-Canada treaty; 
Article XVI, United States-United Kingdom 
treaty. 

23 Article XIV, United States-Canada treaty; 
Article XVII, United States-United Kingdom 
treaty; Article 18, United States-France treaty. 

* Biddle v. Commissioner [38-1 ustc { 9040], 
302 U. S. 573. 

23 Article XIII (1). 
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with respect to remittances received for 





their maintenance or studies. In individual 
cases, however, if the recipient is an em- 
ployee of the person paying such sums, 
some difficulties may arise as to whether 
such sums constitute compensation for 
personal services. 


Exchange of Information 


One of the most important aspects of 
the tax treaties to which the United States 
is a party is found in those articles relating 
to fiscal cooperation between the contract- 
ing governments in exchanging revenue in- 
formation.* While the respective articles 
are cast in terms often sharply differing 
from each other, the same basic purposes 
and intendment are common to all of them. 
Under United States revenue law, federal 
income tax returns are open to inspection 
only upon order of the President and under 
rules and regulations prescribed with re- 
spect thereto. Shareholders of corporations, 
certain officers of state governments and 
committees of the Congress have access to 
such returns but, again, subject to certain 
rules and regulations.” The word “re- 
turns” includes for these purposes informa- 
tion returns, schedules, lists and other 
written statements filed with the Commis- 
sioner and designed to supplement, or to 
become part of, income returns. These 
statutory provisions do not, of course, con- 
template release of the information to a 
foreign government. Therefore, it follows 
that in the absence of treaties the foreign 
government would not be given access to 
federal income tax returns or data supple- 
mental thereto. 


Under the tax treaties cited above, how- 
ever, the United States transmits annually, 
without request, to the United Kingdom, 
Canada, France and Sweden, information 
with respect to dividends, interest, rents, 
royalties and other investment income de- 
rived from sources within the United States 
by nonresident aliens who are residents of 
those countries and to foreign corporations 
with addresses in such countries. 


The United States employs a compre- 
hensive system of discovery of information 
at the source. Insofar as information is 
transmitted to foreign countries under 
treaties, it consists primarily of information 





* Articles XV, XVI, XVIII, XIX, United 
States-Sweden treaty; Article XIX, United 
States-Canada treaty; Articles 20, 21, 22, 24, 
United States-France treaty; Article XX, United 
States-United Kingdom treaty. 

*7 Code Section 55. 


Modification of Tax Law 





collected at the source by banks, corpora- 
tions and other fiscal agents paying divi- 
dends, interest, royalties and the like to 
nonresident aliens and to foreign corpora- 
tions. It will be seen from material already 
presented here that the United States in- 
come tax law imposes a tax at a flat rate 
upon the gross amount of dividends, inter- 
est, royalties and the like derived by non- 
resident aliens and nonresident foreign 
corporations front sources within the United 
States. This tax is collected at the source 
upon payment or credit of the amounts 
involved by the domestic bank or other 
withholding agents. The tax thus collected 
is paid into the United States Treasury 
after the close of the calendar year in which 
the tax is so withheld. Likewise, the 
withholding agent ‘is required to file with 
the Commissioner a return showing the 
name and address of the alien or foreign 
corporation to whom the income was paid 
and giving the amount and nature of the 
income with respect to which the tax was 
withheld at the source. Thus, .under its 
internal system of information at the source, 
the United States found itself in a position 
where it could readily cooperate in the 
‘exchange of fiscal information. 


In addition to the information auto- 
matically transmitted to the named foreign 
countries under treaties in effect between 
the United States and those countries, the 
cited treaties provide also that each of the 
contracting governments, upon request ad- 
dressed to the other government, may ob- 
tain information with respect to the tax- 
payer named in the request. The Canadian 
and United Kingdom treaties stipulate no 
limitations with respect to the nationality 
of the taxpayer, but the Swedish and 
French treaties contain certain optional 
limitations in this regard. 


Cooperation in Collection 


It is generally recognized that one country 
will not enforce the revenue laws of another, 
for the apparent reason that a tax is such a 
burden as must be enforced only through 
the instrumentalities of the country impos- 
ing the burden and never by another coun- 
try in the absence of atreaty. This appears 
to be the reason for the numerous treaties 
now in effect under which one country 
will take steps to collect taxes imposed by 
the other, among which are the existing 
treaties between the United States on the 
one hand and Sweden and France on the 


28 Code Section 143. 
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other.” It. can be said, therefore, that 
such treaty provisions change United States 
revenue laws in this respect. 


A very practical instance of the necessity 
for cooperation in collection is found in 
the administration of the United States- 
Canada and the United States-United King- 
dom treaties. The exemption from, or 
reduction in rate of, United States tax is 
applied at the source. Thus, all investment 
income in the case of ‘Canada, and all 
dividends in the case of the United King- 
dom, are granted the benefits of the treaties 
at the source, on the basis that the address 
of record of the payee of the income on 
the books of the withholding agent is in 
Canada or in the United Kingdom. Where, 
however, the record owner is a bank or 
other entity holding the security as custo- 
dian for a beneficial owner who is not a 
resident of Canada or the United Kingdom 
and therefore not entitled to the benefits 
of the treaty, the bank or other entity in 
Canada or the United Kingdom withholds 
the United States tax not withheld in the 
United States and, in due course, remits 
it to the United States. Neither the Ca- 


* Article XVII, United States-Sweden treaty; 
Article 23, United States-France treaty. 





INSPECTION OF FEDERAL RETURNS BY STATE AGENCIES 


The Treasury Department will now grant permission for state officials to 
make an examination of the employer’s quarterly tax return filed under the Fed- 
eral Insurance Contributions Act, Form SS 1 a. 


The state generally desires the opportunity to see these returns to ascertain 
whether all employers are registered with the unemployment compensation com- 
The Treasury has given instructions to the Bureau of Internal Revenue 
to permit state officials to examine these returns, providing the state complies with 


missions. 


the following requirements: 


1. That the state have a law certified to the Secretary of Treasury by the 
Social Security Administration, as having been approved in accordance with 
Section 1603 of the Internal Revenue Code. | 

This section provides for general certification of state law. 


2. That the state obtain from its Governor a letter, under seal, designating 
the officer who is to make the examination, and that the inspection be solely for 
the purposes of administration of the state’s law. 


All applications for permission should be addressed to the Commissioner of 
Internal Revenue and should designate the period covered by the returns to be 
inspected. State officials will not receive blanket permission to examine returns, 
but must receive permission for each separate examination. 

The returns will not leave the office of the Collector. 
be done at that official’s office and in the presence of a Bureau man. 








nadian nor the United Kingdom treaty 
contains any provision with respect to 
collection; yet such administrative practice 
obtains as a necessary implementation of 
these treaties. 


The principal effect of provisions relating 
to cooperation in collection and to exchange 
of information in particular cases is that 
taxpayers may settle their tax problems 
with the contracting governments without 
the necessity of formal steps looking to- 
wards collection or exchange of information 
in individual cases. That is, as is also true 
of domestic tax systems, the success of 
enforcement provisions is measured not in 
terms of the number of violations discov- 
ered but through their indirect effect of 
producing compliance with the law in the 
first instance. 


In conclusion, it. may be observed that 
the United States is a party to estate tax 
treaties now in effect with Canada and the 
United Kingdom, and to income tax treaties 
with other countries which have been 
signed and which are in an advanced state 
looking to exchange of ratifications. How- 
ever, this discussion has been confined to 
the existing income tax treaties to which 
the United States is a party. [The End] 


Any inspecting must 
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_ WILL CLAUSES 

, AND THE MARITAL DEDUCTION ‘ 

4 by SYDNEY A. GUTKIN 4 

‘ and DAVID BECK , 
Counselors at Law 

. Newark, New Jersey ’ 


W ITH THE INTRODUCTION of 
the marital deduction into the estate 
tax provisions of the Internal Revenue 
Code, tax counsel in particular and mem- 
bers of the bar in general have focused 
their attention, understandably, on that 
novel concept in an effort to derive from 
it the maximum possible tax advantage 
for their clients. This pattern of behavior 
has been induced and encouraged by the 
barrage of writings on the Revenue Act of 
1948, almost all of which consistently 
point out that traditional concepts in 
estate planning are now outmoded, and 
that wills should be reviewed and revised 
with an eye to securing the maximum tax 
benefits from the marital deduction. 


Laboring in the absence of the Commis- 
sioner’s regulations and faced with a dearth 
of rulings and other expressions of official 
opinion, some members of the bar have 
been subscribing to what they consider to 
be an overabundance of caution by drafting 
various formulae in which to couch the 
provisions of their clients’ wills. It may be 
that the maximum marital deduction will 
be enjoyed if the proper formula is em- 
ployed, but the question arises as _ to 
whether counsel will not thereby transfer the 
decedent from the frying pan into the fire. 


It is conceivable that in a given instance 
counsel may attain the highest degree of 
benefit, taxwise, by having the marital 
deduction couched, for example, in terms 
of the decedent’s adjusted gross estate. 


Will Clauses - 


But it may be queried whether the tax 
savings emanating from such phraseology, 


_or from any other of similar import, will 


not be far outweighed by the disadvantages 
incident to uncertainties in the adminis- 
tration. of the estate and the expense of 
litigation in clarifying the uncertainties. 


It is the purpose of this article to show 
that the formula approach to the problem 
of attaining the highest estate tax saving 
through the maximum marital deduction 
is fraught with too many pitfalls, and that 
the price from the aspect of estate admin- 
istration is too heavy. It is submitted 
that the best: approach is the pragmatic 
approach—each will must be dealt with, 
even under the new law, on its own facts 
and circumstances, after careful and ex- 
haustive study of the entire estate of the 
decedent. 


Desired Tax Benefits 


Section. 812(e) of the Internal Revenue 
Code provides for the marital deduction 
and allows as such an amount equal to 
the value of any interest in property which 
passes or has passed from the decedent to 
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his or her surviving spouse, but only to the 
extent that such interest is included in 
determining the value of the gross estate. 
The deduction is limited to fifty per cent 
of the decedent’s adjusted gross estate, 
which, in non-community property estates, 
is defined to mean the entire gross estate 
reduced by allowable deductions on account 
of funeral and administration expenses, 
claims against the estate, unpaid mortgage 
or other indebtedness against property in- 
cluded in the gross estate, reasonable 
amounts for dependents’ support during 
settlement of the estate and charitable 
pledges. (Section 812(e) (2) (A).) 


The deduction is allowed wherever there 
are transfers to the surviving spouse upon 
the decedent’s death, or prior thereto, which 
are includible in the decedent’s gross estate 
under any of the provisions of Section 811 
(relating to the determination of a dece- 
dent’s gross estate), except that the deduc- 
tion is not allowable with respect to such 
transfers which give the surviving spouse 
a limited interest and which may fall with- 
in the terminable-interest rule. In other 
words, the deduction is allowed in general 
for outright bequests and for property 
placed in trust in such a way as to give 
the beneficiary the initial ownership, or 
access to ownership, of the property. The 
underlying theory is that the deduction 
should be available with respect to prop- 
erty which passes from the decedent to 
the surviving spouse and which is subject 
to estate tax in the estate of the surviving 
spouse if the latter’s estate includes such 
property, and, conversely, that such deduc- 
tion should not be allowable with respect 
to property which would pass to the sur- 
viving spouse but which would not be 
susceptible to estate tax even if retained 
by the survivor at death. 


It is clear, therefore, that the maximum 
marital deduction and the maximum estate 
tax benefits will be secured only when the 
decedent’s will is so drafted, and the course 
of assets passing outside the will is so 
guided, that the value of the property pass- 
ing to the surviving spouse equals fifty per 
cent of the decedent’s adjusted gross estate. 


Example 


Suppose, for example, that the decedent- 
husband had a prospective gross estate 
consisting of a residence held with his wife 
as tenants by the entirety, worth $40,000; 
insurance payable in installments to his 


wife for life, and then to his children, in 
the amount of $50,000; stock in a close 
corporation valued at $50,000; bonds of 
$60,000 in his own name; and cash in the 
amount of $10,000. Assume, further, that 
he has deductions permitted by Section 812 
in the amount of $10,000. His adjusted 
gross estate is, therefore, $200,000, and his 
maximum marital deduction will be 
$100,000. To attain the maximum tax bene- 
fit, he should bequeath $60,000 to his sur- 
viving spouse, which, when added to the 
value of his residence, will produce fifty 
per cent of his adjusted gross estate. There 
is‘no doubt that upon his death the resi- 
dence is considered an interest in property 
which passes, and the entire value thereof, 
having assumedly been included in his gross 
estate, qualifies for the deduction. (Sec- 
tion 812(e) (3).) There is similarly no 
doubt that the insurance, which passes 
outside the will, falls within the terminable- 
interest rule and is not considered an inter- 
est passing to the survivor for purposes of 
the marital deduction. The choice remains 
with the husband as to which of his re- 
maining assets he will utilize to absorb the 
balance of the marital deduction still avail- 
able. Should he select to bequeath the stock in 
the close corporation, valued at $50,000, and 
the $10,000 in cash, the maximum deduction 
will be available to his estate. 


But suppose the stock has greatly in- 
creased by the time the husband dies, or 
the Commissioner asserts that the stock 
is undervalued as of the date of death. 
Any such increase in value will result in 
loss of tax benefit to the decedent’s estate 
because the surviving spouse would be 
bequeathed an amount exceeding the maxi- 
mum allowance for the deduction. To the 
extent of such excess over fifty per cent of 
the adjusted gross estate, the use of the 
marital deduction transcends the bounds 
of practicality, for estate tax purposes. 
Indeed, such excess may be taxed twice— 
once upon the death of each spouse. On 
the other hand, let us assume that the 
value of the stock has declined to $40,000. 
In such case, the total value of the prop- 
erty passing to the surviving spouse will 
equal $90,000 and the marital deduction 
will fall short of the maximum by $5,000 
(fifty per cent of $190,000). 


To foreclose this latter possibility, and 
to plug the gap which may be created by 
fluctuations in valuation or by contested 
valuations, many drafters of wills are turn- 
ing their thoughts to the use of formulae. 
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Formula Approach 


One suggested method of ensuring maxi- 
mum tax benefits and of making the maxi- 
mum marital deduction available to the 
husband’s estate is to couch the testa- 
mentary gift to the wife (whether in trust 
or otherwise) in terms of the adjusted 
gross estate. It is stated that if “the 
devolution of the entire estate is governed 
exclusively by the will, the gift to the 
wife should be one half of the adjusted 
gross estate as finally determined. How- 
ever, if there is insurance or other inter- 
ests, such as joint bank accounts, passing 
dehors the will, then the testamentary gift 
to the wife should be such amount as, 
together with the insurance and such other 
interests passing to her, will equal one 
half of the husband’s adjusted gross 
estate.” ? 


From the aspect of estate tax minimiza- 
tion, it may be that drafting a will in this 
manner is the most efficacious method of 
making certain that the interests passing 
to the wife will equal precisely one half of 
the husband’s adjusted gross estate. But 
does the same method apply from the aspect 
of the law of estates and trusts, aside 
from considerations of taxation? : 


Conflicting Rules 


In the first place, is it prudent to in- 
corporate into a will a phrase of art, pecu- 
liarly characteristic of the field of taxation, 
such as the “adjusted gross estate”? In 
the event of a will contest, would a state 
court be likely to give an interpretation and 
construction to such a phrase at all times 
consistent with its interpretation and con- 
struction by a court of federal jurisdiction? 
Would a state court be in a position to pro- 
duce consistency of interpretation and construc- 
tion, especially where fundamental concepts 
of what constitutes a decedent’s estate for 
state inheritance tax purposes may differ 
from those determinative of an estate for 
federal estate tax purposes? For example, 
in New Jersey the value of real property 
held by spouses as tenants by the entirety 
is not includible in the estate of the first 
decedent, regardless of who furnished the 
consideration therefor, and insurance pro- 
ceeds payable to named beneficiaries do 
not, for state inheritance tax purposes, 
constitute part of the decedent’s estate, 





1 Albert Mannheimer, ‘‘New Estate and Gift 
Taxes—How They Affect Wills,’"’ TAXES—The 
Tax Magazine, May, 1948, at p. 429. 

2 Ibid. 


Will Clauses 


irrespective of who paid the premiums or 
retained the incidents of ownership of the 


policies. The rules set forth in the Internal 
Revenue Code with respect to the includi- 
bility of joint interests and insurance pro- 
ceeds are irreconcilable with these principles. 
Would the executors of the estate be will- 
ing to interpret such a phrase, without 
court instructions, in the face of possible 
surcharge by the beneficiaries under the 
will? And even if they sought court in- 
structions, could they derive much solace 
therefrom in a state where there was dis- 
agreement with federal rules as to what 
constitutes. a man’s estate, much less his 
“adjusted gross estate’? 


The answers to the foregoing questions 
would seem to be in the negative. A more 
practical approach would appear to lie in 
eliminating the phrase “adjusted gross 
estate,” which embraces a large segment 
of tax law, and in spelling out what is 
meant in that regard. After making his 
bequests and devises, whether outright or 
in trusts properly formulated, the testator 
might insert a clause such as the following: 


“In addition to the foregoing, I give, 


. devise and bequeath to my wife, X, such 


portion of the rest, residue and remainder 
of my estate as will, when added to the 
value of the interests in property passing 
to my said wife under this last will and 
testament, or by operation of law, or other- 
wise, equal one half of the excess of (i) 
the entire value of my gross estate, as 
finally determined, over (ii) the sum total 
of all deductions for funeral expenses, ad- 
ministration expenses, claims against my 
estate, unpaid mortgages or other indebted- 
ness against property included in my estate, 
and reasonable amounts expended for my 
dependents’ support during settlement of 
my estate.” 


Need for Certainty 


The foregoing clause affixes a greater 
degree of certainty to the concept of what 
constitutes the “adjusted gross estate” by 
explaining it in terms. In addition, it 
seems to encompass both property passing 
under the terms of the will and property 
passing by operation of law, such as estates 
by the entirety, joint interests in property, 
joint bank accounts and the like. But 
this clause embraces limitations and un- 
certainties similar to those contained in 
the formula previously discussed. 


The phrase “as finally determined,” refer- 
ring either to the adjusted gross estate or 
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to the gross estate, depending upon the 
formula used, appears essential, but very 
distressing. When is the gross estate 
finally determined, and by whom is it to be 
finally determined? 


Is it intended that the surviving spouse 
is to receive one half of what is necessary 
to give her the maximum marital deduction, 
and that the determination is to be made 
by the executors upon the husband’s death? 
Or when the estate tax return is filed? 
Or after the estate tax return is audited? Or 
after an agent proposes deficiencies which 
are settled either in conference or by 
litigation? If this last course of action 
eventuates, the final determination of the 
estate for purposes of computing the maxi- 
mum marital deduction may be delayed 
several years. 


Is the final determination intended to be 
the one established by the executors of the 
estate or the one established by the Bureau 
of Internal Revenue? The executors may 
determine what the gross estate is and file 
a return fifteen months after the death of 
the decedent. The Bureau may decide that 
certain gifts made during the lifetime of 
the decedent were in contemplation of 
death, and that others were not intended 
to take effect in possession or enjoyment 
until death, and thereby include the value 
of the gifts in the computation of the 
gross estate. The Bureau may increase the 
valuation assigned to certain securities or 
real estate, and thereby increase the value 
of the gross estate and the amount of the 
marital deduction available. In the face of 
these contingencies, how can the executors 
act in the distribution of the residuum of 
the estate? How can they decide what to 
<listribute and when to distribute it? 


xecutor’s Dilemma 
E tor 


Let us assume that a will contains a 
clause similar to the one above quoted, 
and that the executors are attempting to 
distribute so much of the rest, residue and 
remainder as is necessary to give the maxi- 
mum marital deduction. They will know 
what is passing under the terms of the 
will, and will have to discover what is 
passing by operation of law “or otherwise.” 
Would the latter phrase be broad enough 
to include insurance proceeds? Would not 
the executors, from the aspect of estate 
administration, be faced with the initial 
problem of whether insurance proceeds 
constitute property passing by reason of 
the decedent’s death or the death of the 


decedent is merely the happening of an 
event which gives rise to a contractual 
right on the part of the beneficiary to 
collect the proceeds? It may be suggested 
that the way to eliminate this problem is 
to make specific mention of insurance pro- 
ceeds in the clause, to wit, that the marital 
deduction should be calculated by reference 
to the value of the interests in property 
passing under the decedent’s last will and 
testament and by operation of law, and by 
further reference to insurance proceeds from 
policies covering the decedent’s life. But 
a question would then arise as to whether 
the testator contemplated insurance pro- 
ceeds only from contracts with respect to 
which he paid the premiums and retained 
the incidents of ownership (and which are, 
therefore, includible in his gross estate for 
tax purposes), or all insurance proceeds 
which became payable by reason of his 
death, even though the policy may have 
been owned by his wife. Certainly, it 
would be to the advantage of the bene- 
ficiaries to argue the latter alternative in 
the calculation of the marital deduction 
because the proceeds of insurance will 
decrease the amount necessary to be with 
drawn from the residue. Yet if such pro- 
ceeds, which are not part of the gross 
estate for tax purposes, serve to reduce 
the amount the wife will take under the 
will, the effect will be that the executors, 
through adherence to the terms of the 
will and the law of estates, will arrive at 
an amount which will not give the estate 
the maximum marital deduction. Nothing 
short of court instructions would assist 
the executors in this dilemma. 


Suggested Approach 


Although there is no way of knowing 
what the husband will own by the time 
he dies, or what valuation the government 
will place on what he owns, prior to his 
death important strides may be taken in 
the direction of aligning assets and guiding 
their disposition for the purposes of tax- 
ation, as well as for those of estate ad- 
ministration. 


For example, after the husband has made 
specific bequests, there might be a provision 
in his will such as the following: 


“All of my other property, real, personal 
or mixed, of whatsoever the same may con- 
sist and wheresoever the same may be situ- 
ate, including lapsed legacies and any prop- 
erty over which I may have the power of 
appointment or other disposition (which 
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property shall hereafter be termed ‘remain- 
ing property’), shall be divided into two 
parts, as follows: One of such parts (here- 
inafter termed ‘spouse’s part’) shall consist 
of property, real, personal or mixed, of an 
amount equal in value to one half of such 
remaining property, undiminished by any 
transfer, inheritance, legacy, estate, succes- 
sion or other tax levied upon or assessed 
against my estate and attributable to prop- 
erty passing hereunder or otherwise. The 
other part (hereinafter termed ‘residual 
part’) shall consist of the excess of the 
remaining property over the spouse’s part. 
Out of such residual part, I direct my 
executors to pay all transfer, inheritance, 
legacy, estate, succession and other taxes 
levied upon or assessed against my estate 
and attributable to property passing here- 
under or otherwise. No devisee, legatee, 
donee, transferee or insurance beneficiary 
shall be required to pay or contribute to 
the payment of any such taxes. 


“The spouse’s part I give, devise and 
bequeath to my wife, X.” 


The residual part may, of course, be 
disposed of along conventional lines, such 
as in trust for distribution or accumula- 
tion, or a combination of both. 


Such a clause is feasible in that it un- 
equivocably divides the residuary estate into 
two separate parts, each of which is clearly 
defined, and each of which is readily as- 
certainable by the executors. It provides 
great flexibility for purposes of applying 
the marital deduction and deriving the 
maximum benefit therefrom, and it elimi- 
nates any doubt as to whether the value 
of the interest passing to the wife is to 
be diminished by the imposition of taxes. 


Caveats 


In view of the introduction of the marital 
deduction and its so-called tax-saving at- 
tributes, there may be some tendency to 
abuse it. As a general rule, the marital 
deduction should not be used unless a 
thorough examination and analysis of the 
assets of both spouses have been made. 
Although the husband may be in a posi- 
tion to transfer, free of tax, a substantial 
part of his estate, the wife, if she has a 


substantial estate of her own, may ulti-° 


mately pay on her combined holdings a 
tax which far exceeds what the taxes 
would have been on her separate estate 
and that of her husband, without benefit 
_of the marital deduction. The property 
transferred to the wife, with respect to 


Will Clauses 


which the marital deduction was taken by 
the husband, is not taxable in her estate, 
however, unless it constitutes part of her 
estate. Thus, it may be to the advantage 
of both spouses for the husband to leave 
liquid assets outright to his wife, so that 
she may spend them for her own needs, 
for debts and for taxes, or make gifts 
thereof. If no part -of the assets with 
respect to which the husband takes the 
marital deduction is left in the estate of 
the wife upon her death, the entire amount 
so transferred to the wife escapes taxation. 
If assets which are not liquid and are 
difficult to dispose of are left to her for 
the purpose of absorbing the marital deduc- 
tion, and constitute part of her estate, 
the effect is that the federal estate tax is 
postponed from the date of death of the 
husband to that of his wife; but there is 
still only one tax on that property. If 
the husband exceeds the limitation of the 
marital deduction, and the assets trans- 
ferred by him to her constitute part of her 
estate, there may be two taxes on the same 
property. ; 


Another aspect of will draftsmanship and 
estate planning that now requires study 
‘is the extent to which executors and 
trustees are empowered in the administra- 
tion of the estate and specific trust funds. 
For example, many wills contain a pro- 


vision empowering the executors and trus- 
tees to use their discretion in any case in 
which they find it necessary to divide the 
estate to make payment or division in kind, 
or partly in kind and partly in money. 
Such a clause may now have a prejudicial 
effect on the marital deduction. If the 
husband’s gross estate includes a life estate 
—i.e., an asset with respect to which no 
marital deduction would be allowed if the 
asset passed to the wife—and the interest 
passing to the wife could be satisfied out 
of that asset, the ‘value of the interest 
passing to her must, for the purpose of the 
marital deduction, be reduced by the aggre- 
gate value of the asset. (Section 812(e) 
(1) (C).), Giving the trustees and execu- 
tors the power to use their discretion in 
distributing property in kind would seem 
to fall within the provisions relating to 
interests in unidentified assets. It may well 
be that the testator should specifically dis- 
pose of all interests which would not qualify 
for purposes of the marital deduction if 
their value were includible in his estate. 


A further power which may require some 
circumscription is that pursuant to which 
the trustees may determine whether money 
or property coming into their possession 
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is to be treated as corpus or income, and 
whether expenses and losses are to be charged 
to corpus or income. Since the exercise of 
the trustees’ discretion in this connection 
might be tantamount to a restriction upon 
the wife’s right to receive all the income 
of the trust, it might be dangerous to 
include such a power in a trust designed 
to qualify for the marital deduction. 


Sight should not be lost of the element 
of chance inherent in planning for the 
marital’ deduction. Too many wills are 
effective if the spouse owning most of the 
property dies first, as contemplated, but 
absolutely ineffective if the poorer of the 
spouses dies first. It is understandable 
that from the aspect of attaining the maxi- 
mum marital deduction a greater advan- 
tage will ensue if the spouse owning the 
greatest portion of the property dies first; 
but some planning should be effectuated 
on the basis of the other contingency. 
Inter-vivos gifts by the spouse having the 
bulk of the property, in an effort to equalize 
holdings, should not be overlooked. 


Conclusion 


Thus, the formula approach to the prob- 
lem of attaining the maximum marital de- 
duction may often frustrate the -ultimate 
goal which the drafter of the will and the 
testator contemplate. Although optimum 
in tax savings may be reaped, from the 
aspect of the Revenue Act of 1948, this 
result may be accomplished at too great 
a sacrifice to the estate and the beneficiaries. 
The expenses of litigation to eliminate am- 
biguities created by a particular formula 
may far exceed the estate tax savings ef- 
fectuated by the use of that formula. 


In the last analysis, the most prudent 
course still appears to be a thorough ana- 
lysis of all assets and liabilities of the 
prospective decedent, with disposition of 
specific items on a basis calculated to pro- 
duce the maximum marital deduction, and 
with frequent revisions of thé will attuned 
to changing needs, circumstances and law. 


[The End] 


JOINT FEDERAL, SEPARATE STATE RETURNS 


The Minnesota Commissioner of Taxation suggests a regulation which will 
provide that in computing net income in cases where a husband and wife file joint 
federal and separate state income tax returns, either spouse may claim the deduc- 
tion for federal income taxes paid, to the extent that the income upon which the 
tax is computed is assignable to the State of Minnesota, and to the extent that the 
federal tax is imposed upon the separate net income of the spouse when computed 
by certain specified methods. The Attorney General of the state sees nothing in 
the state law that should stand in the way of the legality of such a regulation. 
He feels that the regulation ‘is necessary in order to put into the 1947 amendment 
to Minnesota law the provision regarding the deductibility of interest, expenses 
and taxes. Also, the joint-return provisions of the federal act make the regulation 


necessary. 
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By SIDNEY GELFAND 


Grneudmann Case 


THIS IS THE TAX SIDE OF A CASE WHICH RIVALS THE 
PLOT OF A STORY THAT MIGHT BE FOUND ON THE PAGES 
OF YOUR FAVORITE FICTION MAGAZINE : 





A= the many problems facing busi- 
nessmen who were forced to flee their 
homeland in Europe and re-establish them- 
selves here, has been the determination of 
the cost basis of the assets brought to the 
United States. Usually the departure from 
Europe was so sudden that original cost 
records and books of account were left 
behind. Until the recent decision of the 
Tax Court of the United States in Mar 
Freudmann et al. v. Commissioner [CCH 
Dec. 16,379], 10 TC —, No. 105 (acq.), such 
businessmen were dependent upon the lar- 
gesse of the Bureau of Internal Revenue for 
whatever cost was allowed. Since there 


was no set Bureau procedure, what the cost’ 


allowance should be could have as many 
different answers as there are revenue agents 
making examinations. 


The Tax Court in the Freudmann case 
held that the Commissioner’s arbitrary de- 
termination of a percentage of gross profit 
realized by the taxpayer was not binding 
where a careful presentation of available 
facts showed such gross profit percentage 
to be patent error. 

Henri and Max Freudmann, until May, 
1940, had been dealers in rough diamonds 
in Belgium. When the Germans crossed 
the Belgian border, the taxpayers gathered 
together their diamonds and fled to France, 


stopping in Biarritz, where they depositied- 


their gems with the Credit Lyonnais 
(a bank). Max Freudmann sailed for the 
United States in June, 1940; Henri Freud- 
mann and his son, Felix, left for Portugal. 
In accordance with the advice of British 
and United States consuls, Henri Freud- 
mann engaged the former Minister of 
Foreign Affairs for Portugal to bring the 
diamonds from Biarritz to Portugal, and 
for such services paid approximately $21,000. 
After checking and listing the diamonds, 
Felix Freudmann left for the United States, 
arriving in September, 1940, with 17,840 


Freudmann Case 





carats of rough diamonds. Shortly there- 
after, Henri Freudmann left for Canada, 
and arrived in the United States in Decem- 
ber, 1940. Diamond imports for Belgium 
after May, 1940, were diverted to the United 
States, where the Freudmanns had begun 
a small business in polished diamonds a 
year earlier. 

Since original books of account were not 
available, the Bureau of Internal Revenue 
determined the cost of the rough diamonds 
brought over from Belgium, as. well as all 
other Brazilian rough diamond purchases 
shipped directly to the United States during 
the fiscal year ended March 31, 1941, to 
be sixty-five per cent of selling price. This 
determination resulted in a downward ad- 
justment of approximately $96,000 in the 
cost of goods sold. 


Facts 


A careful investigation, with painstaking 
attention to every detail, in addition to 
the oral testimony of the taxpayers as to 
how they kept their records and prepared 
the cost basis of diamonds brought over 
from Belgium, brought out the following 
facts, which were presented to the Tax Court: 

(1) Shortly after the outbreak of war in 
September, 1939, the Freudmanns had sold 
all their inventory. The diamonds with 
which they had left Belgium were purchased 
between October 20, 1939, and May 1, 1940. 
All of their diamond purchases were 
financed by the Bank of Antwerp. Full 
cooperation was obtained from officials of 
that bank to show that 37,642 carats of 
diamonds had been bought between those 
dates at a cost of $561,586. 

(2) The payment of 500,000. escudoes 
($20,000), in addition to $1,200 expenses, 
was based upon a fee of seven per cent of 
the value of the diamonds—a theoretical cost 
of $286,000. 


Mr. Gelfand, a tax consultant, is a member of Gelfand, Radler & Weiss, New York City 
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(3) While in transit from the ship to 
the customhouse, the diamonds were in- 
sured for $300,000. 


(4) Sales from April 1, 1940, to October 
15, 1940, the date of the first sale of 
diamonds brought over from Belgium, were 
in excess of $154,000. For all of these sales 
purchase invoices and canceled checks in 
payment therefor were available. Obvi- 
ously, there was no basis for applying an 
arbitrary gross profit of thirty-five per cent 
to these sales. 

(5) A diamond-valuation expert, used as 
such at times by the government itself, 
testified that according to the descriptive 
list of the rough diamonds brought over 
from Belgium, the cost prices listed for 
the gems were fair and reasonable. 


(6) A sample analysis of $70,000 of other 
purchases imported directly into the United 
States from May, 1940, to July, 1940, for 
which invoices were available, showed a loss 
of almost $14,000 on the sales. 


After patiently listening to two full days 
of testimony and wading through thirty- 
two exhibits, Judge Black noted that the 
Commissioner offered no evidence to sup- 
port his arbitrary determination, and, with 
slight adjustment, allowed the cost basis 
used by the taxpayers in their federal re- 
turns, adjusted for the following issue. 


Against Public Policy 


The investigation of the facts in this 
case brought out a second disputed issue, 
invoking the question of “payments against 
public policy.” 

As stated previously, the taxpayers had 
paid slightly more than $21,000 to a former 
Minister of Foreign Affairs for Portugal to 
bring the diamonds from Biarritz, France, 
to Opporto, Portugal. The amount paid 
was not considered an expense of the busi- 
ness, but was charged to the capital ac- 
count of the Freudmann brothers. Upon 
subsequent petition to the Tax Court for 
a deduction of that amount, the Commis- 
sioner of Internal Revenue contended that 
the $21,000 had been paid for diplomatic 
influence and immunity from search, and 
that this was a violation of French export 
law as well as of Spanish import law, and 
was therefore against public policy. The 
government emphasized that the distance 
between Biarritz and Opporto was rela- 
tively short. Normally it took twelve to 
fifteen hours to make the trip, and a pay- 
ment of $21,000 for such services must 
necessarily be for special influence. The 
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Commissioner asked that tl e principles laid 
down in Kelley-Dempsey & Company [CCH 
Dec. 8735], 31 BTA 351, Easton Tractor & 
Equipment Company [CCH Dec. 9536], 35 
BTA 189, and T. G. Nicholson [CCH Dec. 
10,103], 38 BTA 190, be held applicable. 


There was no question that the payment 
was to thwart regulations laid down by 
the Nazi government of occupation in 
France, but the taxpayer contended that 
the phrase “against public policy” meant 
the public policy of the United States. 
Certainly the employment of an individual 
at the suggestion of the United States and 
British consuls, who were most anxious to 
prevent rough diamonds from falling into 
the hands of the Nazi war machine, was 
not against public policy. Furthermore, 
the task was a hazardous one, and the 
payment of $21,000 was not inordinately 
high in view of the risks involved and the 
value of the diamonds to be saved. The Tax 
Court, agreeing with the taxpayers’ con- 
tention that the courier was engaged be- 
cause he was considered the individual most 
likely to succeed, held that the payment 
should be considered part of cost of goods 
sold and increased the taypayers’ original 
claimed cost by such amount. 


Blocked Income 


A third issue in dispute was the treat- 
ment of blocked income from a Canadian 
partnership. Henri and Max Freudmann 
were members of a partnership doing busi- 
ness in Canada. By special contract with 
Canadian authorities, prior to their coming 
to the United States, they had agreed to 
the freezing of all capital and earnings of 
the Canadian partnership for the duration 
of the war in consideration for the release 
of $90,725 to H. & M. Freudmann, 
a Belgian partnership, for merchandise sent 
to Canada up to December, 1939. In view 
of this restrictive agreement blocking the 
conversion of Canadian dollars into United 
States dollars, were the distributive shares 
of each partner’s earnings taxable in the 
United States, where the individuals re- 
ported on a cash basis? 


Since the taxable incomes of the tax- 
payers as reported were comparatively not 
large, it was to their advantage to pick 
up the income each year, rather than all 
at one time when the war terminated and 
currency restriction would be lifted. How- 
ever, there was no assurance that if this 
method of reporting income should be 
accepted and adopted, the Bureau of In- 
ternal Revenue might not change its view 
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in a subsequent year and hold the taxpayers 
taxable on all of the income when released. 
Therefore, a determination by the Tax 
Court was sought. 


The court held that where legislative 
construction is involved and two applicable 
sections are apparently contradictory, the 
section dealing with the particular, Section 
182(c),? should be followed in preference 
to the section dealing with the general, 
Section 42. 


Furthermore, the court felt, since the 
restricted funds could be used without 
limitation by the taxpayers in Canada, they 
came under the rule laid down in Phanor 
J. Eder [CCH Dec. 12,577], 47 BTA 235, 
aff'd on appeal [43-2 ustc J 9519] 138 F. (2d) 
27 (CCA-2). 


Possible Consequences 


In view of the lower surtax rates in 
effect and the lower surtax brackets to 
which the taxpayers were subject in the 
earlier years, as well as the forgiveness 
feature for 1942, the finding of the court 


has been well received by the taxpayers.. 


However, the emphasis upon the ability 
to use the funds in the foreign country 
as determinative of liability might lead to 
impractical tax administration and collec- 
tion. Suppose an individual had no income 
other than a distributive share of income 
from a foreign partnership which was effec- 
tively blocked from distribution. If the 
tenet of taxing distributive shares even if 
unconvertible into United States funds 
should apply, how would the tax be paid? 
Suppose five years later economic or 


1*‘See. 182. TAX OF PARTNERS 

‘In computing the net income of each partner, 
he shall include, whether or not distribution is 
made to him— 


“(ce) His distributive share of the ordinary 
net income or the ordinary net loss of the part- 
nership, computed as provided in section 183 
(b).”’ 

2“"See, 42. PERIOD IN WHICH ITEMS OF 
GROSS INCOME INCLUDED 

‘‘(a) General Rule.—The amount of all items 
of gross income shall be included in the gross 
income for the taxable year in which received 
by the taxpayer, unless, under methods of ac- 
counting permitted under section 41, any such 
amounts are to be properly accounted for as of 
a different period. In the case of the death 
of a taxpayer whose net income is computed 
upon the basis of the accrual method of ac- 
counting. amounts (except amounts includible 
in computing a partner’s net income under sec- 
tion 182) accrued only by reason of the death 
of the taxpayer shall not be included in com- 
puting net income for the period in which falls 
the date of the taxpayer’s death.”’ 


Freudmann Case 


political conditions became so bad that the 
accumulated and undistributed “distribu- 
tive share” was lost. What then? The loss 
carry-back provision of Section 122 would 
not help for the first two years, and a 
taxpayer would be asked to pay a tax on 
something he never received and never could 
receive. This certainly would not be a 
practical state, although the courts at other 
times have held that taxation is a practical 
matter. However, if that is the law as 
stated in the Eder case, Congress should 
quickly amend the Code to leave no doubt 
that taxes must be realistically rather than 
theoretically imposed if they are to be 
collected. ae 


Credit for Foreign Tax 


A fourth issue before the Tax Court 
was whether Canadian income taxes in- 
curred by Henri and Max Freudmann in 
1941 could be claimed as a credit against 
the United States tax since Belgium did 
not grant reciprocal tax credits for United 
States citizens resident in Belgium as pro- 
vided by Section 131(a)(3)* of the In- 
ternal Revenue Code. 


While the literal wording of Section 
131(a)(3) appears to deprive a Belgian 
national residing in the United States from 
obtaining a tax credit, it is questionable 
whether this section was meant to apply 
to the particular conditions present in the 
Freudmann case. The limitation contained 
in Section 131(a)(3) was adopted to insure 
that United States citizens residing abroad 
should receive treatment equal to that ac- 
corded resident aliens. In the Freudmann 
case the foreign credit claimed was not 
for a tax paid to the country of which the 
petitioners were citizens (Belgium), but 
for taxes paid to Canada on business opera- 
tions conducted in Canada, the income from 
which was taxed to them in the United 
States solely because of their residence in 
the United States. 


3 “‘Sec,. 131. TAXES OF FOREIGN COUN- 
TRIES AND POSSESSIONS OF UNITED 
STATES 

‘“*(a) Allowance of Credit.—If the taxpayer 
chooses to have the benefits of this section, the 
tax imposed by this chapter, except the tax 
imposed under section 102, shall be credited 
with: 


‘*(3) Alien resident of United States.—In the 
case of an alien resident of the United States, 
the amount of any such taxes paid or accrued 
during the taxable year to any foreign country, 
if the foreign country of which such alien resi- 
dent is a citizen or subject, in imposing such 
taxes, allows a similar credit to citizens of the 
United States residing in such country.” 
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Should not the fact that the foreign 
national is here under the immigration quota 
and has taken out citizenship papers have 
some bearing upon the allowance of 
tax credit? Certainly the need for the “eye- 
for-an-eye” interpretation of Section 131 (a) 
(3) is no longer present in such a case. 

The Congressional policy of preventing 
double taxation has been emphasized in 
the tax conventions signed with several 
foreign states, among which is Canada. 
Article XV of this convention provides: 


“In accordance with the provisions of 
Section 8 of the Income War Tax Act 
as in effect on the day of the entry into 
force of this Convention, Canada agrees 
to allow as a deduction from the Dominion 
income and excess profits taxes on any 
income which was derived from sources 
within the United States of America and 
was there taxed, the appropriate amount 
of such taxes paid to the United States of 
America. 

“In accordance with the provisions of 
Section 131 of the United States Internal 
Revenue Code as in effect on the day of 
the entry into force of this Convention, the 
United States of America agrees to allow 
as a deduction from the income and excess 
profits taxes imposed by the United States 
of America the appropriate amount of such 
taxes paid to Canada.” 


Article XV contains no restriction that 
such taxes be paid by a citizen of the 
United States. In fact, throughout the 
treaty, and in accordance with the protocol, 
specific intention to give credit both to 
citizens and to residents of the respective 
countries is shown. Nowhere.in the entire 
convention or protocol is it stated that 
in order to obtain a credit for income taxes 
paid to Canada it is necessary for another 
country, not a party to the convention, 





of which a resident may be a citizen, to 
allow a reciprocal tax credit. 


Literal Interpretation 


The Tax Court was of the opinion, 
however, that Section 131(a)(3) should be 
interpreted literally to deny the taxpayers 
a foreign tax credit; moreover, any relief 
provided by Article XV of the tax conven- 
tion with Canada was limited to conform 
with Section 131(a)(3). Such an inter- 
pretation practically nullifies the tax treaty 
with Canada with regard to resident aliens, 
for without that treaty credit was pre- 
viously available if all the provisions of 
Section 131 were satisfactorily met. If the 
treaty is to have any meaning for residents 
(and there is no qualification as to kind 
of resident) as distinguished from citizens, 
the provision that Canadian income taxes 
would be allowed as a deduction from 
United States income tax in accordance 
with provisions of Section 131 refers merely 
to the computation of the amount of credit 
and not to the allowance of the credit. 


That this is so, may be gathered from 
the expression of policy contained in the 
first sentence of Article XVI: 


“Where a taxpayer shows proof that the 
action of the revenue authorities of the 
contracting States has resulted in double 
taxation in his case in respect of any of 
the taxes to which the present Convention 
relates, he shall be entitled to lodge a claim 
with the State of which he is a citizen 
or resident or, if the taxpayer is a corpora- 
tion or other entity, with the State in which 
it was created or organized.” 


It is to be hoped that specific legislative 
clarification be made that the intent of 
the treaty may be effectively accomplished. 


[The End] 





ALIMONY DEDUCTION IN MINNESOTA 


; Alimony is a proper deduction in computing income tax under the Minnesota 
income tax law, but payments contributed for the support of the children are not 


includible in the alimony deduction. 


The taxpayer is still entitled to the credit 


for the children’s dependency, providing such payments constitute the children’s 
chief support. (Johnson v. Commissioner of Taxation.) 
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The New Marital Deduction 


and Insurance and Annuity Contracts 


THIS IS AN ARTICLE WHICH THE AUTHOR, WHO IS MANAGER OF THE 
BENEFIT DEPARTMENT, NEW ENGLAND MUTUAL LIFE INSURANCE COM- 
PANY, BOSTON, FELT HE HAD TO WRITE BECAUSE NO PUBLISHED STATE- 
MENT ON THE NEW LAW HAS GIVEN IT QUITE THE INTERPRETATION HE 


FEELS IT SHOULD HAVE 


T IS DIFFICULT to recollect any tax 
legislation which has been followed by 
more confusion than has the Revenue Act 
of 1948. But the conflicting opinions ex- 
pressed on other provisions of the act have 
been as nothing compared to those on the 


requirements for the marital deduction in © 


connection with contracts issued by life 
insurance companies. When the experts 
disagree, one cannot blame the wise and 
cautious man who throws up his hands, 
decides that the law is incomprehensible, 
and determines that the only safe course is 
to await the Commissioner’s regulations. 


Without forgetting that fools rush in 
where angels fear to tread, I submit that 
the law is not incomprehensible, that it 
is not badly drafted, and that a wise and 
cautious man can decide what it provides, 
with only minor areas of uncertainty. 


The human tendency to seek perfection 
both in deeds and in knowledge is a laudable 
one, but carried to an extreme it can lead 
to a complete loss of all action. Above all, 
the existence of a degree of uncertainty 
should not block our determination to 
decide what we can know with reasonable 
certainty. 

I agree that the Revenue Act of 1948 
does not make easy, light reading; but 
language, and particularly the English 
language, is not easily tortured into an 
instrument of exact expression—and one 
cannot blame the drafters of a revenue act 
for attempting to achieve such expression 
even at the loss of brevity, beauty of style 
and the comfort of the reader. 

Where the law is definite, it is neither 
our duty nor our right to postpone making 


Insurance and Annuity Contracts 


. By ROBERT J. LAWTHERS 


judgments until the Commissioner decides 
what it means. We have the right and 
obligation to interpret the law. according 
to its clear and exact meaning, and to 
oppose the Commissioner if he attempts to 
give it a different meaning. We will be 
cautious, however, and after a careful study 
of the act itself and the Committee reports, 
will divide our knowledge into three cate- 
gories: (1) the conditions under which we 
know that the marital deduction will be 
available; (2) the conditions under which 
we know that the marital deduction will 
not be available; and (3) the conditions 
under which there is an area of uncertainty, 
for which we will await the Commissioner’s 
regulations and probably, thereafter, court 


decisions. 


In my opinion, the principal difficulty 
in interpreting the provisions of the Code 
relating to the marital deduction in con- 
nection with contracts issued by life insur- 
ance companies has come from the too 
hastily formed opinion that Section 812 
(e)(1)(G) (which in its original form re- 
ferred to “proceeds of insurance” and in 
its amended form refers to “proceeds under 
a life insurance, endowment, or annuity 
contract”) is exclusive with respect to such 
proceeds. If words are to be given their 
clear meaning, this cannot be true. 


Passing of Property Interest 


The law establishes the availability of 
a marital deduction only in connection 
with an “interest in property which passes 
or has passed from the decedent to his 
surviving spouse.” (Code Section 812 
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(e)(1)(A).) It will be helpful if we next 
read Section 812 (e)(3) of the Code, which 
defines those circumstances in which an 
interest in property is considered as passing 
from the decedent to any person. 


Subsections A, B and C of Section 812 
(e)(3) are not of interest to us; they could 
apply only if the amount payable under 
a contract should pass to the estate of 
a decedent, and then the marital deduction 
would be available only for an interest 
that passed to a spouse in the distribution 
of the estate. What we are concerned with 
is an interest that passes to a spouse by 
the beneficiary or payee provisions of a con- 
tract issued by an insurance company. 
Subsections D, E, F and G of Section 812 
(e)(3), however, are all of interest to us. 


In most situations in which a spouse 
is to have an interest in a contract upon 
the death of a decedent, the requirements 
of the definition are met by several of 
the subsections. 


Usually, when a spouse is the beneficiary 
of an insurance policy on the life of a dece- 
dent, we find that the interest was trans- 
ferred to the spouse by the decedent, and 
thus meets the requirements of D; that the 
decedent had a power to appoint the spouse, 
and did so, and thus met the requirements 
of F; and that the interest of the spouse 
consists of proceeds of insurance upon the 
life of a decedent which are receivable by 
the spouse, and thus meets the requirements 
of G. However, in some cases only one 
of the definitions applies. For example, if 
a wife has purchased insurance on the life 
of her husband naming herself as bene- 
ficiary, the insured having no interest what- 
soever in the policy, but the proceeds are 
includible in the insured’s estate on account 
of his payment of premiums, only because 
of Section 812 (e)(3)(G) would the re- 
quirement of an interest passing from the 
insured to the spouse be fulfilled, and thus 
the first necessity for the availability of 
the marital deduction would be met. 


Annuity Contracts 


Since there is no premium-payment test 
in connection with annuities, we do not 
need a provision similar to Section 812 
(e)(3)(G) for annuity contracts. If any- 
thing is includible in the decedent’s gross 
estate, and if an interest does pass to the 
spouse, it will meet the requirements of 
subsection D as an interest transferred by 
the decedent, or the requirements of sub- 
section E as an interest held jointly by the 
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spouse and the decedent, or the requirements 
of subsection F because of a power of 
appointment held by the decedent. 


Finally, at the death of the decedent 
the spouse may take an interest in a con- 
tract, usually referred to as an income or 
installment certificate, which the insurance 
company issues during the life of an in- 
sured or annuitant on account of surrender 
or maturity of an insurance or annuity 
contract. The contract may or may not 
have been issued on the decedent’s life; but 
if anything is includible in the decedent’s 
gross estate, it will be includible because 
the requirements of subsection D, E or F 
were met; and if one of these requirements 
is met and an interest passes to the spouse, 
we again meet the first requirement for the 
marital deduction. 


Modifying Exception 


The tendency to look next to Section 812 
(e)(1)(G) must be resisted because it can 
lead to grossly incorrect results. This sec- 
tion does not provide independently for 
conditions under which the marital deduc- 
tion will be allowed on proceeds under 
a life insurance, endowment or annuity con- 
tract. It refers back to Sections 812 
(e)(1)(A) and (B). Carefully read, it will 
be seen to be a modifying exception tc 
the latter sections. 


Section 812 (e)(1)(G) provides that if 
certain conditions are met in connection 
with the proceeds under a life insurance, 
endowment or annuity contract, for the 
purposes of subsection A the proceeds are 
considered as passing to the surviving 
spouse, and for the purposes of subsection 
B (i) no part of the proceeds is considered 
as passing to any other person. Obviously, 
(considering, the beneficiary or payee pro- 
visions of the contract and the require- 
ments of Section 812 (e) (3)), if the proceeds 
do in fact pass to the spouse, and if no part 
of the proceeds does in fact pass to any 
person other than the surviving spouse, we 
do not need to refer to a section which, 
under specified conditions, establishes the 
fiction that these requirements are met. 


Accordingly, as the second step, we shall 
determine whether the requirements of Sec- 
tion 812 (e)(1)(B) are met. One may most 
succinctly paraphrase this section in a nega- 
tive way, by stating that if an interest 
passes or has passed from the decedent 
to his surviving spouse, the marital deduc- 
tion will be allowed unless both of two 
adverse factors exist: (1) the spouse’s in- 
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terest is a terminable one; and (2) an inter- 
est passes or has passed from the decedent 
to someone else (according to the. require- 
ments of Section 812 (e)(3)) for less than 
a full and adequate consideration, whereby 
such other person may possess or enjoy 
any part of the property after the termina- 
tion or failure of the spouse’s interest. 


Section 812 (e)1G) 


However, we may fail to meet this second 
test and still be able to obtain the marital 
deduction. If the beneficiary or payee ar- 
rangement is such that the requirements of 
Sections 812 (e)(1)(A) and (B), taken alone, 
would not be met, we may look to Section 
812 (e)(1)(G). If the requirements of sub- 
section G for the marital deduction are 
fulfilled, the requirements of A and B are 
assumed to be fulfilled, even though in 
fact they are not. 


Subsection G, as amended, reads as 
follows: 


“(G) Life Insurance or Annuity Pay- 
ments with Power of Appointment in Sur- 
viving Spouse.—In the case of an interest 
in property passing from the decedent con- 
sisting of proceeds under a life insurance, 
endowment, or annuity contract, if under 
the terms of the contract such proceeds 
are payable in installments or are held by 
the insurer subject to an agreement to pay 
interest thereon (whether the proceeds, 
upon the termination of any interest pay- 
ments, are payable in a lump sum or in 
annual or more frequent installments), and 
such installment or interest payments are 
payable annually or at more frequent in- 


tervals, commencing not later than thirteen’ 


months after the decedent’s death, and all 
amounts payable during the life of the sur- 
viving spouse are payable only to such 
spouse, and such spouse has the power 
to appoint all amounts payable under such 
contract (exercisable in favor of such sur- 
viving spouse, or of the estate of such 
surviving spouse, or in favor of either, 
whether or not in each case the power is 
exercisable in favor of others), with no 
power in any other person to appoint to 
any person other than the surviving spouse 
any part of the amounts payable under 
such contract — 


“(i) such proceeds shall, for the purposes 
of subparagraph (A), be considered as pass- 
ing to the surviving spouse, and to any 
person other than the surviving spouse. 


“This subparagraph shall be applicable 
only if, under the terms of the contract, 
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such power in the surviving spouse to 
appoint, whether exercisable by will or dur- 
ing life, is exercisable by such spouse alone 
and in all events.” 


Power of Appointment 


If the requirements of Section 812 
(e)(1)(B) are met, the surviving spouse 
need not be given any powers of appoint- 
ment or rights of election of any sort. 
Giving the spouse a “power of appointment” 
becomes paramount, however, if the require- 
ments of B alone are not met because the 
spouse’s interest is a terminable ore and 
an interest has passed or passes from the 
decedent to other persons (according to 
Section 812 (e)(3)) who will receive upon 
the termination of the spouse’s interest. 
In those cases in which we must look to 
G for the availability of the marital deduc- 
tion, it is very important to determine 
what constitutes a power of appointment 
of the surviving spouse in favor .of herself 
or her estate, exercisable by the spouse alone 
in all events. 


Obviously, a simple right given the spouse 
after the decedent’s death, exercisable at all 
times during her lifetime, with any remain- 
ing value in the contract, to revoke all 
other payees or beneficiaries and to sub- 
stitute her estate, would meet the require- 
ment regardless of what other rights she 
might or might not have. However, one 
may have serious doubts as to the availa- 
bility of the deduction if the spouse’s right 
to effect such revocation and substitution 
of her estate is exercisable only with the 
“consent” of the insurance company. While 
insurance companies may legitimately im- 
pose certain administrative requirements for 
the granting of a power to make such 
a change, it is very important that their 
clauses be carefully drawn so as not to be 
construed as requiring the consent of the 
company. 


Impediments 


I do not believe that requiring the request 
to be in writing and the contract to be 
endorsed in order for the change to become 
effective would be an impediment to the 
availability of the marital deduction. Nor 
do I believe that requiring the request for 
the change to be in “form satisfactory to 
the company” would be an impediment. 
In my opinion, the courts would require 
the insurance company to act reasonably 
in this connection. Any wording, however, 
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which would give the insurance company, 
either directly or indirectly, an arbitrary 
right to refuse to make the change, would 
be a serious impediment to the availability 
of the marital deduction. 


Other powers or rights, of course, may 
be given the spouse with or without the 
consent of the insurance company, pro- 
vided that the spouse has the required 
right to appoint her estate. 


The alternative power of the surviving 
spouse to appoint in favor of herself offers 
more difficulties. Apparently, here again 
an unrestricted right of the spouse at all 
times to require the insurance company 
forthwith to pay over the entire amount 
retained by the company, or the entire 
reserve in the hands of the company against 
all future payments, would qualify. How- 
ever, insurance companies, in granting a 
privilege of commutation or withdrawal, 
usually include a provision whereby the 
company has the right to require that com- 
mutation or withdrawal be made only at 
certain specified times or that certain advance 
notice of commutation or withdrawal be given, 
or the right to limit the frequency of with- 
drawals. While such regularly required ad- 
ministrative requirements should not, it 
seems, constitute an impediment to the 
availability of the marital deduction, one 
cannot at present feel absolutely safe in 
this connection. 


Deferred Continuous Installments 


With some options there are further 
possible difficulties. A decedent may have 
established an arrangement whereby pay- 
ments will be made to the spouse for a 
period certain and continuous for life, with 
the right reserved to the spouse to commute 
the installments certain. Ordinarily the in- 
surance company will not give the privilege 
of commutation with respect to the de- 
ferred continuous installments. It is my 
opinion that since the spouse alone, and 
no one else, may receive the deferred con- 
tinuous installments, an unrestricted right 
of the spouse to commute the installments 
certain would be a power to appoint “all 
amounts payable under such contract” to 
herself (since the deferred continuous in- 
stallments are already payable solely to her), 
and thus qualify for the deduction. I can 
see, however, that a different opinion might 
be possible. 


In its original form Section 812 (e)(1)(G) 
applied only to “proceeds of insurance upon 
the life of the decedent.” In its amended 
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form it refers to “proceeds under a life 
insurance, endowment, or annuity contract.” 
There are two important differences here: 
First, the contract need no longer be on 
the life of the decedent. Second, “proceeds 
of insurance” need no longer be involved. 
In addition to the extension of the pro- 
visions to cover an endowment or annuity 
contract, one must note a nice distinction 
between “proceeds of insurance” and “pro- 
ceeds under a life insurance . . . contract.” 
For the former, there must be “insurance” 
in effect at the decedent’s death. For the 
latter, there need be merely proceeds de- 
rived from an insurance contract. Under 
the original wording, subsection G, I should 
say, would not cover a situation in which, 
upon surrender or endowment maturity of 
a policy, an insured has elected an install- 
ment arrangement for himself with further 
provisions for his spouse upon his death, 
whereas under the new wording G would 
apply. While I have little real doubt of 
this, there is perhaps a very slight area 
of uncertainty. 


Examples 


A few examples are helpful in illustrating 
the practical operation of the marital deduc- 
tion in connection with contracts issued 
by an insurance company. In the following, 
it is assumed that an interest passes from 
the decedent at his death, according to 
Section 812 (e) (3), to a beneficiary or payee 
named in a contract issued by an insurance 
company to receive at or after the dece- 
dent’s death, and that the value of the con- 
tract at the decedent’s death is included as 
part of his gross estate for federal estate 
tax purposes. It is also assumed that the 
spouse survives the decedent, and that no 
one has any power after the decedent’s 
death, to affect adversely the particular 
interest given the surviving spouse. 


If all or part of the amount due is to 
be paid the surviving spouse in one sum, 
one can expect the marital deduction for 
the amount so payable to the spouse under 
Section 812 (e)(1)(B), because the spouse’s 
interest is not a terminable one. 


If specified payments are to be made 
solely to the surviving spouse for life, with 
nothing due upon the spouse’s death, the 
requirements for the deduction are met, 
because although the spouse’s interest is 
a terminable one, no interest passes from 
the decedent to any other person. 


If the surviving spouse is to receive in- 
terest or specified installments for life or 
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for a period of years, payments for a period 
of years certain and thereafter for life, or 
payments under a refund annuity, and if 
whatever may be due upon her death is 
to pass to her estate, then whether or not 
she has any rights of withdrawal or com- 
mutation, or any other powers whatsoever, 
one can expect the marital deduction under 
Section 812 (e)(1)(B) because even though 
the spouse’s interest may be a terminable 
one, no. interest passes from the decedent 
to anyone else. 


Far-Fetched Situation 


The most. far-fetched situation one can 
think of is one whereby after the death of 
the decedent the insurance company would 
accumulate whatever proceeds or value 
there might be at his death during the 
entire life of the surviving spouse, with no 
payment to be made to anyone and no one 
to have any rights during that period, and 
with the accumulated amount to be payable 
upon the spouse’s death to her exeeutors 
or administrators. While this appears to be 
stretching the rule to the limit, it seems to 
me that an interest which is not a termin- 
able one has passed to the spouse, and that 
no interest has passed to any other person. 
Accordingly, the marital deduction would 
be available. 


Conditional Terminable Interest 


An interesting situation is one in which the 
spouse is not entitled to receive payments 
immediately at the decedent’s death. At 
his death payments of any sort are to be 
made to someone other than the spouse 
either for life or for a specified period of 
years. Upon the death of that person, or 
at the end of the specified period of years, 
the spouse, if living, is to receive in one 
sum, or under any of the foregoing arrange- 
ments. While payments are being made 
to the person other than the spouse, no 
tight is reserved to anyone to withdraw 
or commute the .spouse’s interest, or to 
affect it adversely. If the spouse is not 
living at the death of the other person 
or at the end of the period of years specified, 
payment of the then value is to be made 
to the spouse’s estate. In this event, the 
requirements for the deduction are met 
according to subsection B for the actuarially 
calculated value of the spouse’s interest at 
the time of the decedent’s death. This will 
be less, of course, than the full value of 
the proceeds of the contract at the time of 
the decedent’s death. If, however, the in- 
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terest of the spouse or her estate should 
be conditional upon her being alive at the 
prior payee’s death or at the expiration 
of the term of years, the deduction would 
not be allowable, because the spouse’s in- 
terest would be a terminable one (the pos- 
sibility of termination occurring in the 
event of her death after the decedent’s and 
before the time for payment to be made 
to her), and an interest would have passed 
from the decedent to someone else to take 
effect upon such termination of the spouse’s 
interest. 


In the following examples the same as- 
sumptions are made as in the foregoing, 
with the further assumption that “proceeds 
under a life insurance, endowment, or 
annuity contract” are involved. 


Remainder Interests 


At the decedent’s death payments for a 
period of years or payments of various 
specified amounts are to be made solely 
to the spouse while living, at least as fre- 
quently as annually, the first payable with- 
in thirteen months after the decedent’s 
death. Other persons are named to receive 
in the event the spouse dies with any value 
remaining. The spouse has the unrestricted 
right at all times while living, when the con- 
tract has any value, to revoke such other 
persons and to substitute her estate. The 
marital deduction will be allowed under 


Section 812 (e)(1)(G). 


Upon the death of the decedent, payments 
are to be made to the spouse for a period 
certain and continuous for life, or for life 
with some possibility of a refund payment 
upon the spouse’s death, at least as fre- 
quently as annually, the first payable within 
thirteen months after the decedent’s death. 
Other persons are named to receive any 
remaining value or refund upon the spouse’s 
death, but the spouse has a right to revoke 
such persons and to substitute her estate. 
The deduction will be allowed under sub- 
section G. ° 


Upon the death of the decedent, interest 
payments are to be made to the spouse 
for life, or for a period of time, or until 
a specified date, whereupon payment is to 
be made to the spouse in one sum or under 
some other installment arrangement. The 
first of all the payments will be made 
within thirteen months after the death of 
the insured, and some payment will be 
made at least as frequently as annually. 
Other persons are named to receive what- 
ever value there may be upon the spouse’s 
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death, but the spouse has a right to revoke 
such persons and to substitute her estate. 
The deduction will be allowed under sub- 
section G. 


At the decedent’s death interest or in- 
stallment payments for a period of time or 
for life are to be made to the spouse at 
least as frequently as annually, the first 
payable within thirteen months after the 
decedent’s death, other persons being named 
to receive any remaining value upon the 
spouse’s death. The spouse has no right to 
revoke these other persons, but has the 
right at all times while she is living to 
receive the entire proceeds, value or reserve 
in the hands of the insurance company 
against all future guarantees. The require- 
ments for the marital deduction will be 
met according to subsection G unless the insur- 
ance company has rights which could be con- 
strued as rendering the power not exercisable 
by the spouse “alone, and in all events.” 


Restriction of Commutation 


The arrangement is the same as in the 
foregoing paragraph, except that in connec- 
tion with the wife’s right of commutation, 
the insurance company will allow only part 
of the reserve to be commuted. However, 
this part represents all that could possibly 
pass to other persons upon her death. As 
an example, we have a certain and con- 
tinuous arrangement in which nothing 
could be due other persons on account of 
the reserve applied to the continuous ar- 
rangement and the spouse has the right 
to receive the entire reserve held against 
the certain arrangement. It is my belief 
that the answer would be the same as in 
the preceding paragraph. 


One could, of course, multiply examples 
indefinitely; but the foregoing are sufficient 
for illustrative purposes. There are several 
other points which logically should, perhaps, 
have been discussed before the examples, 
but which are more easily presented here. 


Obviously, an interest given persons other 
than the spouse solely in the event the 
spouse fails to survive the decedent can 
have no adverse effect on the deduction. 
The situation is viewed as of the time of 
the decedent’s death, and the fact of the 
spouse’s survival will wipe out these other 
interests. 


Separable Provision 


In some cases a spouse may be entitled 
to only part of the payments on a contract 
or to payments from only a part of a con- 
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tract. If the provision for the spouse is 
readily separable as allocable to a separate 
part of the proceeds, and if, when separated, 
it qualifies for the marital deduction ac- 
cording to Section 812 (e)(1)(B), I see no 
possible reason to doubt that the require- 
ments for the marital deduction will be 
met with respect to the portion of the 
proceeds allocable to the spouse’s interest. 
If, however, one cannot meet the require- 
ments of subsection B taken alone, but can 
qualify for the deduction only according to 
G, the situation becomes more difficult. 
Subsection G requires that all amounts 
payable during the life of the surviving 
spouse be payable only to such spouse. 


I believe, but not with the degree of 
certainty with which I have expressed some 
other opinions, that if an entirely separate 
portion of the proceeds is allocable to an 
arrangement for the spouse which, were 
the proceeds of a separate policy involved, 
would meet the requirements of subsection 
G, then, even though the requirements for 
the deduction are not satisfied on any basis 
for the remainder of the proceeds, the de- 
duction will be available in connection with 
the portion of proceeds applied for the 
benefit of the spouse which meet the 
requirements of G. 


If, however, the provision for the spouse 
is not readily separable from the provisions 
made for other beneficiaries and allocable 
to a separate part of the proceeds, one 
cannot expect the deduction to be available. 


Section 812 (e)(1)(D) 


Finally, Section 812 (e)(1)(D) of the 
Code reads as follows: 


“(D) Interest of Spouse Conditional on 
Survival for Limited Period.—For the pur- 
poses of subparagraph (B) an interest pass- 
ing to the surviving spouse shall not be 
considered as an interest which will termi- 
nate or fail upon the death of such spouse if— 


“(i) such death will cause a termination 
or failure of such interest only if it occurs 
within a period not excéeding six months 
after the decedent’s death, or only if it 
occurs as a result of a common disaster 
resulting in the death of the decedent and 
the surviving spouse, or only if it occurs 
in the case of either such event; and 

“(ii) such termination or failure does not 
in fact occur.” 


If one has a beneficiary or payee provision 
in a contract which would otherwise qualify 
under Section 812 (e)(1)(B), and _ the 
spouse’s interest is conditional upon her 
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surviving the decedent by a specified period 
of time (not more than six months), or 
upon her not dying with the decedent as 
the result of a common disaster, the availa- 
bility of the marital deduction will not 
be impaired by such a provision unless 
the spouse does in fact die within the 
specified period, or unless the spouse and 
the decedent do die as the result of a com- 
mon disaster. However, it may be possible 
to question whether such favorable results 
would follow if the termination or failure 
of the spouse’s interest was not specifically 
conditioned upon a period of time (less 
than six months) or upon common disaster. 
It is possible to see how subsection D 
could be held completely inapplicable to 
insurance proceeds payable, for example, in 
one sum to a surviving spouse “if she shall 
live to make claim for the proceeds,” or 
“if she shall live to receive the proceeds:” 
In these events the spouse’s interest could 
fail without the occurrence of a common 
disaster, and one can see the possibility 
of situations in which receiving the pro- 
ceeds or making claim to them might be 
postponed more than six months after the 
decedent’s death. Accordingly, the use of 
clauses of this latter type might result in 
the loss of the deduction even though in 
fact the spouse makes claim for and receives 
the proceeds within a very short time after 
the insured’s death. : 


‘ 


If, however, the beneficiary or payee pro- 
visions of the contract would not qualify 
for the marital deduction under Section 812 
(e)(1)(B) alone, but would qualify only 
under subsection G, it may be that sub- 
section D has no applicability. Subsection 
B establishes the basic requirements for the 
marital deduction where the requirements 
of subsection A are satisified. Subsections 
D and G each separately cover situations in 
which, in fact, the requirements of B are 
not met; but if the requirements of the 
respective paragraphs are met, the require- 
ments of B will be assumed to be met. 
The question is whether with D and G as 
independent exceptions to B, D in turn can 
be considered as modifying G. ‘At the 
present a definite opinion on this does not 
seem possible. 


Success of Draftsmen 


In closing, I must again pay my respects 
to the draftsmen of the Revenue Act of 
1948 and the amendment modifying Section 
812 (e)(1)(G). The length of this article 
attests to their greater success from the 
point of view of brevity. But in attempting 


_to explain the law understandably and in 


detail, I have had to sacrifice rigorousness 
of expression; and while this is perhaps 
pardonable in a discussion of this nature, 
it would be a fatal defect in the law of 
the land. [The End] 





BRAZILIAN TAX CREDIT 


A recent ruling of the Commissioner permits a credit against the federal 


income tax for the Brazilian income tax. 


The tax is the one imposed by 


Article 97 of Brazilian Decree No. 5844, of September 23, 1943. This tax is 
based on gross income except in the case of immovable capital. It falls within 
the United States concept of income and is allowable as a credit under Section 
131 (a) of the Internal Revenue Code, subject to the limitations of Section 131 (b). 
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TAX CONVENTIONS 
with the Netherlands 
and Denmark 


N THE CONVENTION between the 

United States of America and the Neth- 
erlands, signed April 29, 1948, and approved, 
with certain reservations, by the United 
States Senate on June 17, 1948, the Dutch 
Government has made important conces- 
sions to attract the licensing of American 
patents, secret processes, formulae and trade- 
marks; the supplying of capital to Nether- 
lands enterprises; the opening of branches 
of American enterprises in the Netherlands; 
and the visits of business representatives. 


Royalties and Dividends 


On condition of reciprocity, the Nether- 
lands exempts from its tax royalties for the 
right to use copyrights, patents, designs, 
secret processes and formulae, trademarks 
and other analogous rights, including rent- 
als for motion picture films, or for indus- 
trial, commercial or scientific equipment, 
paid by individuals and corporations in the 
Netherlands to a resident or corporation of 
the United States not engaged in trade or 
business through a permanent establishment 
in the Netherlands. (Article IX.) 


Dividends paid by a Netherlands corpora- 
tion to a resident or corporation of the 
United States not engaged in trade or busi- 
ness in the Netherlands through a perma- 
nent establishment are exempt from the 
Dutch withholding rate of thirty per cent, 
and in consideration the United States re- 
duces its withholding rate from thirty per 
cent to fifteen per cent for dividends paid 
to a resident or corporation of the Nether- 

‘lands not engaged in trade or business in the 
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United States through a permanent establish- 
ment. In addition, the United States reduces its 
thirty per cent rate to five per cent if the 
shareholder is a Netherlands corporation 
which controls, directly or indirectly, at 
least ninety-five per cent of the entire voting 
power of the paying corporation, and if not 
more than twenty-five per cent of the gross 
income of the paying corporation is derived 
from interest and dividends other than those 
from its own subsidiary corporation, but 
subject to the proviso that the relationship 
between the two corporations has not been 
arranged or maintained primarily with the 
intention of securing the reduced rate. (Ar- 
ticle VII.) 


Interest 


Although the Netherlands does not now 
have any provision for withholding tax at 
the source from interest paid to nonresi- 
dents, it agrees, in its tax treaty with the 
United States, to exempt interest on all 
kinds of indebtedness, except interest from 
mortgages secured by real property. (Ar- 
ticles V and VIII.) Correspondingly, the 
United States exempts from its tax (e.g., 
the withholding rate of thirty per cent) such 
interest derived from such sources within its 
territory by a resident of the Netherlands 
not having a permanent establishment in the 
United States. (Articles V and VIII.) How- 
ever, this exemption does not apply to inter- 
est paid by an American corporation to a 
Netherlands corporation, or vice versa, 
which, directly or indirectly, controls more 


The author, who is Special Counsel for the Tax Committee, National Foreign 
Trade Council, Inc., represented that organization at hearings on the conventions 
analyzed before a subcommittee of the Senate Committee on Foreign Relations, 
and at conferences relating to them with tax officials. Mr. Carroll 
is a New York counsellor at law 
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than fifty per cent of the entire voting power 
in the paying corporation. (Article VIII.) 


Business Enterprises 


American corporations which establish 
branches or factories in the Netherlands are 
assured a fair tax treatment under the rule 
that if an enterprise of one country is en- 
gaged in trade or business in the other 
through a permanent establishment, it is to 
be taxed only upon its income from sources 
in the latter country. Attributable to the 
permanent establishment are the industrial 
and commercial profits it might be expected 
to derive if it were an independent enterprise 
in similar circumstances which was dealing 
at arm’s length with the enterprise. No 
profit is to be attributed to the mere pur- 
chase of goods. This presumably does not 
involve any basic change in the allocation 
provisions under Section 119 of the United 
States Internal Revenue Code, but the com- 
petent authorities of the two states may 


agree on rules of apportionment of profits. 
(Article III.) 


The convention excludes from the term 
“permanent establishment” dealings through 
a bona fide broker, commission agent or cus- 
todian, as well as an agent without general 
authority to conclude contracts or without 
a stock of goods from which he regularly 
fills orders for the enterprise’ of the other 
country, and a subsidiary corporation. (Ar- 
ticle II (1) (4).) 

The convention effectuates the exemption 
of enterprises of one country engaged in air 
navigation as well as maritime shipping in 
the other, the exemption being predicated 
on the registration of the ships or aircraft 


in the home country of the enterprise. (Ar- 
ticle VI.) 


An American employee of a United States 
corporation who ‘goes temporarily to the 
Netherlands may enjoy a tax-free stay there 
which does not exceed a total of 183 days 
during the taxable year, with no ceiling on 
the amount of his compensation. However, 
the treaty provision adds the qualification 
that his compensation must be “received for 
labor or personal services performed as a 
worker or employee of, or under contract 
with, a resident of the Netherlands, or ‘a 
Netherlands corporation, carrying the actual 
burden of the remuneration.” (Article XVI.) 


Rentals and Mining Royalties 


Income, of ,whatever nature, from real 
property, including interest on mortgages 


Tax Conventions 


_ (Reservation No. 2, ibid.) 


secured by real property (Article V) and 
royalties from the operation of mines, quar- 
ries or natural resources (Article X), is 
taxable in the country where the property is 
situated. However, a resident or corpora- 
tion of one contracting state deriving such 
royalties or rentals from real property from 
sources in the other state may elect for any 
taxable year to be taxed on net income (in- 
stead of on gross income) when such royalties 
or rentals are subject to the United States 
withholding rate of thirty per cent as if the 
resident or corporation were engaged in 
trade or business within the latter state 
through a permanent establishment therein 
during that taxable year. (Article X.) 


Capital Gains 
and Undistributed Earnings 


While the tax convention was before the 
Senate, a revenue bill pending in the House 
of Representatives contained amendments 
to Code Section 211 (a) (1) (B) to deprive 
nonresident alien individuals, not engaged 
in trade or business but temporarily present 
in the United States, of the exemption al- 
lowed for gains from transactions in stocks, 


’ securities or commodities through resident 


brokers, commission agents or custodians. 
(Sec. 143, H. R. 6712.) 

Article XI of the convention provides for 
the exemption from tax on gains from the 
sale or exchange of capital assets in one 
state realized by a resident or corporation 
of the other state not engaged in trade or 
business in the first state. The Senate Com- 
mittee on Foreign Relations felt it was “un- 
timely to freeze by tax conventions the 
provisions of existing law in that respect, 
pending further legislative consideration of 
the question.” 

Hence, the Senate approved the conven- 
tion subject to the reservation that the 
United States Government does not accept 
Article XI. (Reservation No. 1, Executive 
Report No. 11, Senate, Eightieth Congress, 
Second Session.) Moreover, pending further 
legislative consideration of either Code 
Section 102 or Code Section 500, or of both, 
the Senate voted not to accept Article XIII, 
which would exempt, under certain condi- 
tions, a Netherlands corporation from United 
States tax on its accumulated or undis- 
tributed earnings, profits, income or surplus. 

Article XIV of the convention contained 
provisions for settling some long-standing 
claims against Dutch nationals for taxes on 
capital gains. This relief was barred by 
Senate Reservation No. 3 (ibid). 
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Extraterritorial Tax 


The Senate left intact Article XII, which 
exempts dividends and interest paid by a 
Netherlands corporation (except where the 
recipient is a citizen, resident or corporation 
of the United States) from the extraterri- 
torial application of the United States tax, 
as is provided for in Code Section 119 (a) 
(1) (B), regarding interest received from a 
resident foreign corporation deriving twenty 
per cent or more of its gross income from 
United States sources during a certain three- 
year period, Code Section 119 (a) (2) (B), 
concerning dividends from a foreign cor- 
poration deriving fifty per cent or more of 
its gross income from United States sources 
during a similar three-year period, and Code 
Section 143 (b), providing for withholding 
of tax from dividends by a foreign corpora- 
tion deriving eighty-five per cent of its gross 
income from United States sources during 
such a period. 


Double Taxation Avoidance 


To prevent double taxation where under 
the treaty the country of source has the 
right to tax income, e.g., income attributable 
to a permanent establishment, the country 
of the taxpayer’s residence (or citizenship 
in the case of the United States) agrees to 
allow a credit for such tax against its tax 
on entire net income including that taxed 
in the first country. Thus, the United States 
grants, in accordance with Code Section 131, 
a credit for taxes paid to the Netherlands, 
whether directly or by withholding at source. 
The allowance of a similar credit by the 
Netherlands is also envisaged. (Article XIX.) 


Danish Convention 


The convention between the United States 
of America and Denmark, signed on May 6, 
1948, and. approved by the United States 
Senate on June 17, 1948, with one reserva- 
tion, likewise offers positive inducements to 
American capital and enterprise to help in 
the reconstruction of Denmark. 


Royalties and other amounts received as 
consideration for the right to use copyrights, 
patents, designs, secret processes and for- 
mulae, trademarks and other like property 
(including rentals and like payments for 
motion picture films) derived from sources 
within Denmark by a resident or corporation 
of the United States not having a perma- 


nent establishment in Denmark are exempt 
in that country, on condition of reciprocity. 
(Article VIII.) On the contrary, mining 
royalties and rentals from real property are 
taxable in the state of source but, upon the 
taxpayer’s election, only on a net basis, as 
if the taxpayer were engaged in trade or 
business through a permanent establishment 
in the state of source. (Article IX.) 


American capital may be attracted to Den- 
mark under the provisions for reciprocal ex- 
emption of dividends and interest at the 
source. The exemption of interest on all 
forms of indebtedness derived from sources 
in Denmark by a resident or corporation of 
the United States not having a permanent 
establishment in Denmark, and vice versa, is 
not qualified in any way. (Article VII.) 


However, the principle of taxing dividends 
only at the residence of the shareholder, in 
paragraph (1) of Article VI of the conven- 
tion, is qualified by the second paragraph, 
under which each state reserves the right to 
collect and retain any tax deductible at the 
source under its revenue laws, but places a 
limit of fifteen per cent on this tax when the 
dividends are derived by a resident corpora- 
tion or other entity of the other state not 
having a permanent establishment in the 
state of source. This has the effect of reduc- 
ing the United States withholding rate from 
thirty per cent to fifteen per cent. While at 
present Denmark has no tax withheld from 
dividends at the source, if one should be 
introduced, it would be subject to this limita- 
tion. In addition, the third paragraph pro- 
vides that the rate of dividend tax in the 
country of source shall not exceed five per 
cent if the shareholder in the other country 
is a corporation controlling, directly or in- 
directly, at least ninety-five per cent of the 
entire voting power in the corporation pay- 
ing the dividend, and if not more than 
twenty-five per cent of the gross income of 
the paying corporation is derived from in- 
terest and dividends other than those re- 
ceived from its own subsidiary corporations. 
This reduction is subject to the proviso that 
the relationship between the two corpora- 
tions has not been arranged or maintained 
primarily with the intention of securing 
the reduced rate. 


Income of Business Enterprises 


The provisions in the Danish convention 
on business enterprises are similar to those 
in the Dutch convention, in that, for ex- 
ample, a United States corporation is not 
taxable in Denmark unless it is engaged in 
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trade or business there through a permanent 
establishment. If it is so engaged, Denmark 
taxes the American corporation only upon 
its income from sources within Denmark. 
While no income is attributed to a perma- 
nent establishment for the mere purchase of 
goods and merchandise, the profits it would 
derive if it were an independent enterprise 
engaged in similar activities and dealing at 
arm’s length with the enterprise to which it 
belongs are generally to be attributed to a 
permanent establishment. (Article III.) 
While the definition of “permanent establish- 
ment” is essentially the same as in the agree- 
ment with the Netherlands, there is the 
additional provision that the term does not 
include the casual and temporary use of 
mere storage facilities (Article II (1) (c).) 

Income from the operation of ships or 
aircraft registered in one state is exempt 


in the other state, on a reciprocal basis. 
(Article V.) 


Visiting Business Representatives 


The visits of business employees are en- 
couraged by an article which not only con- 
firms the present exemption in Code Section 
211 (b) for the resident of Denmark who 
receives compensation from United States 
sources for services, within the limitations 
of this subsection, but adds that when his 
compensation is received for labor or per- 
sonal services performed as an employee of, 
or under contract to, a resident or corpora- 
tion, or other entity, of Denmark, he will 
be exempt from United States tax if his stay 
in the United States does not exceed a total 
of 183 days during the taxable year. These 
provisions are reciprocal. 


Capital Gains 


The provision in the treaty with Denmark 
which gave rise to the Senate reservation 
was Article XII, providing that gains de- 
rived in one of the contracting states from 
the sale or exchange of capital assets by a 
resident or corporation or other entity of 
the other contracting state are exempt from 
taxation in the former state if the resident 
or corporation or other entity is not engaged 
in trade or business in the former state. 


The Senate Committee on Foreign Relations 
felt that it was untimely to freeze by tax 
conventions the provisions of existing law in 
respect to capital gains, pending further 
legislative consideration of the question. 
Therefore, the reservation that the United 
States does not accept Article XII of the 
convention was adopted. 


Inasmuch as each state reserves the right 
to tax the entire income of its citizens, resi- 
dents or corporations, even though it may 
be in part taxed by the other contracting 
state, Article XV allows a credit against 
the tax on total income for the tax paid on 
income taxable under the convention in the 
other contracting state. The United States 
relies for this purpose on Code Section 131, 
and Denmark agrees to allow a certain de- 
duction from its tax for the taxes paid in 
the United States. 


Similar Provisions 


The United States conventions with the 
Netherlands and with Denmark both contain 
provisions intended to stimulate business 
and cultural relations and to give general 


.protection against double taxation. Thus, a 


professor or teacher normally resident in 
one of the contracting states who accepts 
a temporary teaching job in the other state 
will be exempt in the latter on remuneration 
received for a period not exceeding two years. 
(Article X VII, convention with the Nether- 
lands; Article XIV, convention with Den- 
mark.) Similarly, neither state will tax 
visiting students or business apprentices who 
leave their residence in one country to come 
into the second country to study or to ac- 
quire business experience. (Article X VIII, 
convention with the Netherlands; Article 
XIII, convention with Denmark.) A general 
clause for dealing with cases of double tax- 
ation, especially if the relief has not been 
specifically envisaged by the convention, is 
found in each pact. (Article XXIV, con- 
vention with the Netherlands; and Article 
XX, convention with Denmark.) 


Likewise, each convention bans discrim- 
inatory treatment by one state with respect 
to a resident who is a citizen of the other 
state. (Article XXIII, convention with the 
Netherlands; Article XVI, convention with 
Denmark.) [The End] 
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MULTIPLE TAXATION 


THE PILING OF ONE TAX AFTER ANOTHER ON THE SAME 
BASE IS A SERIOUS QUESTION, THIS CPA DEMONSTRATES 


By H. A. STOLTENBERG 


N ADMIRABLE ARTICLE, “Trends in 

the Ad Valorem Taxation of Intangibles,” 
by Edward Roesken, which appears in 
the July, 1948 issue of Taxes—The Tax 
Magazine, demonstrates a serious state of 
affairs in the field of taxation. This arises 
out of the fact that in the constant search 
for new sources of public revenue, the tax 
designers have devised additional taxes on 
the same property in a manner that does 
violence to fundamental principles of justice. 


Basically, all property of value is owned 
by one or more persons. Such ownership 
may be evidenced by title certificates, deeds, 
mortgages, stock certificates, bonds, notes, 
open-ledger accounts or other devices. The 
error that has now thoroughly permeated 
our tax structure lies in construing the in- 
tangible evidences of ownership as property 
in addition to tangible property itself. Were 
it not for this situation, it would appear 
superfluous to reiterate that all intangibles 
derive their entire value from tangible prop- 
erty. If that tangible property ceases to 
exist, the applicable intangible is reduced to 
mere paper. If all tangible property were 
destroyed, no intangibles would retain any 
real value. 

Let this rule be tested by considering the 
more common forms of intangible property. 

The first is the simple mortgage. Mr. A 
buys a house for $10,000, pays $3,000 down 
and borrows $7,000 from B to cover the 
remainder of the purchase price. In terms 
of wealth, the total here involved is $10,000, 
of which A has $3,000 and B has $7,000. 
For tax purposes, A is assessed a tax on the 
entire property on the real estate tax rolls 
and B is required to list the mortgage as 
an intangible at an additional $7,000, making 
a total of $17,000 on the tax rolls subject 
to ad valorem tax rates. 


It would be no less logical to require A 
in addition to list his deed as an intangible 


valued at $10,000, and top it off with the 
ultimate in misstated principles of taxation 
by calling it an excise tax on the right to 
own property. 

Next, let us consider a corporation with 
a balance sheet as follows: 


Assets 


meemesenee ess ec AOE LS 100,000 
Inventory 

Land and buildings 

Machinery and equipment 


$350,000 
Liabilities and Capital 


Notes payable—insurance company. .$ 10,000 
Accounts payable 

Bond issue 

Capital stock .. 


$350,000 


On the tax rolls where intangibles are 
taxed the result is like this: 


Inventory and fixed assets on “prop- 
erty tax rolls” 
Cash and receivables less $50,000 
payables on intangible tax roll... . 
Notes payable and accounts payable 
taxed to the holders as notes re- 
ceivable and accounts receivable 
on intangible tax roll 50,000 
Bonds taxed to bondholders 60,000 
Capital stock taxed to stockholders. 240,000 
Merchandise in hands of customers 
which is not paid for (accounts 
receivable above) on property tax 
100,000 


55,000 


Total subject to tax..........:....$750,000 


This compares with a net worth of $240,000, 
which is the real amount of actual value. 


The author is a member of the firm of Edkins & Stoltenberg, Grand Rapids, Michigan 
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All the excess is represented by papers or 
accounts showing the division of ownership. 
Such a procedure as now exists constitutes 
an inflation of the tax rolls by better than 
three to one. In principle, this cannot be 
justified. As a political expedient, the tax 
load is spread over more individuals but is 
made no less burdensome. One fact, how- 
ever, is certain: it increases enormously the 
expense and effort of levying and collecting 
taxes, aS well as the expense to the tax- 
payer, who has to keep extra records, pre- 
pare numerous reports’and expend further 
time resolving disputes with the taxing 
authorities. 


Individual Proprietorship 


This inequity is further emphasized by 
a very appropriate comparison with a like 
business in the form of an individual pro- 
prietorship selling for cash only. Such a 
business would have the following balance 
sheet: 


Inventory 
Fixed assets 


$250,000 


Notes payable 


Proprietorship 240,000 


$250,000 


Under the same tax laws as before, the 
total property taxed would be as follows: 


$120,000 
125,000 
5,000 
10,000 


Inventory 
Real estate and equipment 


Notes payable (to note holders).... 


$260,000 


In this comparison there was no change 
in substance, but only in form. The same 
assets and the same personnel did the same 
volume of business. The only difference is 
in the form of ownership and in selling for 
cash instead of credit, but the total amount 
subject to ad valorem tax is $750,000 in the 
one case and $260,000 in the other. These 
illustrations cannot be brushed aside as pos- 
sible but highly improbable. They do exist, 
and in substantial volume. Besides, the actual 
extremes are even greater where stock own- 
ership passes through several holding cor- 
porations. Consequently, can anyone seriously 
contend that the existing system of ad 
valorem taxation is an equttable distribution 
of the tax burden? 


Multiple Taxation 


Rule of Taxation 


The rule of taxation should be stated thus: 


(1) If the policy is to tax tangible prop- 
erty at its situs regardless of ownership, 
there should be no further taxation against 
holders of papers evidencing partial or total 
ownership of such property. 


(2) If the policy is to tax ownership, the 
tax should be levied against each individual 
according to the amount he actually owns 
in the ultimate tangible property. In that 
case, since the sum total of all value is cov- 
ered by taxes against the several owners, 
the tangible property itself should not be 
placed on the tax rolls. 


(3) If the policy is to tax net income, 
property and ownership taxes on tangible 
and intangible property should be abolished 
because they cannot be equitably combined, 
and because all taxes must be paid out of 
income in any event. 


(4) If the policy is to tax sales (all ex- 
cise, sales, gasoline, cigarette and similar 
taxes are sales taxes, however measured or 
named), all taxes on tangible or intangible 
property should be abolished. Sales taxes 
are in fact gross income taxes, but they are 
more easily collected and produce a more 
reliable and much more constant source of 
revenue than any other type of taxation. 
However, for sociological reasons, it is now 
customary to disregard the rule of uniform- 
ity. Thus, it is considered desirable to com- 
bine with sales taxes a system of graduated 
net income and estate taxes. This can be prac- 
tical, provided the latter two are restricted 
in an appropriate manner so that they do 
not destroy our system of private enter- 
prise. (Karl Marx considered income taxes 
a potent weapon to undermine capitalism.) 


Many students of taxation may object to 
this statement of principles on the ground 
that large amounts of intangibles are not 
traceable to tangible property; they will 
name such items as good will, patent rights, 
government bonds and money. Good will, 
patent rights and similar items are mere 
speculative prospects which, it is hoped, 
will yield future income—but only with in- 
telligent management and good fortune.-° 
Government bonds are promises by the peo- 
ple collectively to pay specified amounts to 
the same people individually. In other words, 
the people as taxpayers owe the government 
one dollar in taxes, present or future, for 
every dollar’s worth of government bonds 
the people hold. This means that the total 
wealth of the nation for taxation is neither 
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greater nor smaller by reason of a large 
internal national debt. 


Money 


Money is the other substantial item of 
intangibles that in our bank credit system 
gives rise to other intangibles in the form 
of loans that are redeposited to result in 
bloated totals of deposits, which are again 
construed as fair subjects for taxation. It 
is another case of title to title to title and, 
finally, either to some tangible property or 
to an offsetting debt. At one time paper 
money was a warehouse receipt evidencing 
ownership of a given amount of gold, which 
was then the tangible property giving value 
to the currency. However, any excess cur- 
rency issued over gold holdings was an 
obligation of the government. Today all 
currency is such an obligation which can be 
redeemed only by a like amount paid by 
the people in taxes to that government. In 
the case of leased real estate, the lessee in 
possession is thus far not taxed; nor is the 
lease as such. However, consider the case 
in which A lends to B, a bank, $1,000, B 
lends the amount to C, and C, in turn, lends 
it to D. Now D has the money, C holds a 
note, and B holds a note and records a de- 
posit in favor of A. That makes a total of 
$4,000 required to be listed for taxation as 
intangible personal property. Consequently, 
the taxation of money and bank deposits as 
intangibles is even less defensible than the 
taxation of other evidences of title when the 
property itself has already been taxed. 

To summarize, it is manifestly a dupli- 
cation to levy taxes on ownership of “in- 
tangible” property when a tax has been 
levied on all the tangible property from 
‘which the so-called intangibles derive their 
value; no combination of such taxes can 
ever remotely approach fairness since some 
property is owned directly while other prop- 
erty may be owned through an extended 
series of papers or documents, each being 
included in the term intangible property. 







PIPE LINE CASE TO SUPREME COURT 


That such duplications and inequities ex- 
ist has been recognized in many states, and 
numerous devices have been used to mini- 
mize the unfairness of the tax. Apparently, 
however, there is little disposition to aim at 
a straightforward elimination of multiple 
taxation. In many cases nonresidents are 
not included in such corrective devices. 
Hence, a fundamental principle of taxation, 
which holds that a state can tax only prop- 
erty situated within that state, is violated. 
By taxing both the property and evidences 
of ownership, state"A, where the tangible 
property is located, may tax the actual prop- 
erty and the mortgage on that property, 
while state B, where the mortgagee resides, 
may again tax that mortgage. This is true 
of many intangibles owned by persons who 
reside in states other than that of the situs 
of the tangible property. 


Mr. Roesken’s article took six pages of 
well-condensed writing to list the principal 
variations and devices used by our states 
in their abortive attempts to double and 
redouble taxes on the same property. It has 
taken an untold amount of time and litiga- 
tion to initiate, to enforce and then to tem- 
per the program, The net result is a high 
degree of inequity that can be avoided only 
by not trying to combine all four major 
systems of taxation into one. The aim should 
be to tax gross income by means of sales 
taxes, or by a combination of taxes on sales 
and on net income. If that is done, neither 
property nor ownership should be taxed be- 
cause the fruits are already taxed. Conversely, 
if property is taxed, neither the ownership 
nor the fruits should be taxed. This should 
satisfy all parties except those who believe 
tax laws should be designed to establish in 
the government an economic dictatorship 
over all business, based on the Utopian the- 
ory that only politicians possess the required 
integrity and wisdom to do things right. 


[The End] 


The case of Interstate Oil Pipe Line Company v. Stone has been appealed to 
the Supreme Court of the United States. This is the Mississippi Supreme Court 
decision which decided that a foreign corporation engaged in the business of 
operating pipe line systems for the transportation of oil from fields to local 
shipping points, from which points the oil is shipped to out-of-state destinations, 


is subject to the sales tax, but not to the use tax. 
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BORROWINGS 


in Foreign Currencies 


THE CLOVERDALE 
CASE 


NE WORLD or many, the conduct of 

transactions in foreign currency will 
continue to engender difficult problems in 
economics, law and accountancy. In the 
field of income taxation, few subjects are 
more fraught with confusion. 


Consider a simple transaction: a taxpayer 
borrows foreign currency, repayable in such 
currency, and subsequently repays the loan. 
On October 11, 1929, William H. Coverdale 
agreed to purchase common stock of the 
Seaboard Airline Railway at a stated price. 
In the stock market “crash,” the price of 
Seaboard fell sharply. In order:to meet his 
purchase commitment, Mr. Coverdale ob- 
tained substantial loans, some from a Canadian 
bank, which were repayable in Canadian 
dollars. In 1940 the balance owed to the 
banks amounted to approximately 290,000 
Canadian dollars. At the time the loans 
were made, the Canadian dollar was sub- 
stantially at par with the United States 
dollar. However, by 1940 the Canadian dollar 
had so declined that 290,000 Canadian dol- 
lars could be purchased for merely 237,000 
United States dollars. Accordingly, the tax- 
payer borrowed 237,000 United States dol- 
lars, converted them into Canadian dollars 
and repaid the balance of the loan in full. 
During the years 1930 to 1940 the Seaboard 
stock had been sold at a loss totaling $697,000. 
Mr. Coverdale initially reported $53,000 
($290,000-$237,000) as capital gain.” The 
Commissioner argued that it was ordinary 





1This treatment probably cost the taxpayer 
nothing in tax because the 1940 sales of Sea- 
board resulted in a loss of almost $244,000. 





‘sold at a profit.‘ 


Sidney I. Roberts, attorney at law and certified public accountant, is chairman of 
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income.” 
alternative. 
from its dictum) held that no income had 
been realized, on the ground that the bor- 
rowing and returning of property do not 


The Tax Court adopted a third 
Its decision*® (as distinguished 


result in taxable gain. Here the court does 
not appear concerned with the disposition 
at a loss of the stock acquired with the 
proceeds of the loan. Apparently, the same 
result would obtain where the stock was 
However, in its dictum, 
the opinion takes cognizance of the loss on 
the stock, and states that under the doctrine 
of Bowers v. Kerbaugh-Empire Company no 
taxable gain was realized since the entire 
transaction resulted in a loss. 


In the interests of simplicity, the illustra- 
tions which follow will employ a fictitious 
currency: a peso which at first is at par 
with the United States dollar—i. e., a peso 
worth one dollar—but which subsequently 
declines in value to fifty cents. 





2 Whether the gain, if taxable, would be or- 
dinary income or capital gain is part of a larger 
problem of the classification of transactions in 
foreign currency, not considered herein. A pre- 
liminary discussion appears in Roberts, ‘‘Tax- 
ation of Transactions in Foreign Currencies,”’ 
18 New York Certified Public Accountant 101 
(1948). 


3 William H. Coverdale [CCH Dec. 14,659(M)], 
4 TCM 713 (1945). 


4 Under the court’s reasoning, it also appears 
to follow that no loss would be deductible if 
the value of the foreign currency was higher 
at the date of repayment than at the date of 
disposition of the proceeds of the loan. But 
see James A. Wheatley [CCH Dec. 3040], 8 
BTA 1246 (1927). 


the Committee on State Taxation and a member of the Committee on Federal 
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Taxation of the New York State Society of Certified Public Accountants 







In considering the decision, apart from 
the dictum, the Coverdale case may be illus- 
trated by a simple-situation. Suppose that 
when the peso is at par with the dollar, A 
borrows 100 pesos. With the 100 pesos, 
A acquires $100 (i. e., converts the pesos 
into dollars) or 100 shares of stock, or 100 
units of inventory, or spends the pesos for 
personal living expenses. By the time the 
loan falls due, the rate of exchange of the 
peso has declined to fifty cents. Hence, A 
buys 100 pesos for only $50 and repays the 
loan. If A used the 100 borrowed pesos 
to acquire $100 cash, which he still retains, 
his wealth, obviously, has increased by $50. 
Should it make any difference that he used 
the 100 pesos to buy stock (as in the Cover- 
dale case) or inventory or food and clothing? 


Suppose A’s neighbor B borrows $100 at 
the same tinte A borrows 100 pesos. Since 
at the time of the borrowing the peso is at 
par, B can buy with his $100 the same 100 
shares, the same 100 units of inventory, the 
same food and clothing, that A can buy with 
his 100 pesos. Suppose further that both 
loans mature at the same time. B must 
repay $100. A can repay his loan of 100 
pesos with the expenditure of only $50. Cer- 
tainly A has fared better than B. Clearly B 
has suffered no deductible loss). Has A 
realized taxable income? The Coverdale 
decision says no. That a taxpayer in a com- 
pleted transaction may increase his wealth 
without the incidence of an income tax in- 
vites scrutiny and analysis.* 


Unfulfilled Obligations 


Apparently recognizing that its decision 
would allow an increment in wealth to re- 
‘main untaxed, the Coverdale opinion cor- 
rectly points out that “not every benefit can 
result in taxable gain,” and refers to Hel- 
vering v. American Dental Company * and Hel- 
vering v: Horst... Both cases involved gifts, 
an element lacking here. 


Elsewhere the court notes that U. S. v. 
Kirby Lumber Company® is inapplicable. The 
Kirby case held that taxable income was real- 
ized on the taxpayer’s purchase of its own 
bonds at less than par. The American Dental 
case held that the gratuitous forgiveness of an 


5 Cf. Lasser, ‘“Tax Accounting Incongruities,’’ 
83 Journal of Accountancy 221 (1946), at p. 222, 
footnote 3, and p. 224, footnote 13. But see 
Shepard, “Foreign Exchange — Tax Conse- 
quences,’’ 1 Tax Law Review 232, 236 (1946), 
which indicates no difficulty in accepting the 
Coverdale decision. 

6 [43-1 ustc f 9318] 318 U. S. 322 (1943). 

7 [40-2 uste | 9787] 311 U. S. 112 (1940). 

8 [2 ustc J 814] 284 U. S. 1 (1931). 
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obligation by a creditor was a gift and not 
taxable income. In each case thie taxpayer, 
owing a certain amount in dollars, was re- 
lieved of its obligation by the payment of 
less than the entire amount due. In Cover- 
dale, on the other hand, the taxpayer -fulfilled 
his entire obligation. The creditor received 
everything he was entitled to under the 
terms of the debt. Both cases are equally dis- 
tinguishable from the case at bar.* 


Short Sales 


Nor can any quarrel be had with the 
court’s major premise: “We have consist- 
ently held that a borrowing and returning 
of property can not result in taxable gain.” 


This proposition, however, hardly dis- 
poses of the issue in the case. If I borrow 
100 shares of XYZ common stock and re- 
turn the same 100 shares, clearly, as the 
court says, no gain or loss results. How- 
ever, if I had sold the 100 shares borrowed 
(as in the ordinary short sale of stock), the 
subsequent repayment of the loan would 
represent the point at which gain or loss on 
the transaction is computed. True, no tax- 
able gain results from the repayment of the 
borrowed stock. But the repayment com- 
pletes the transaction and represents an ap- 
propriate time for taxing the proceeds on 
the sale of the borrowed stock. 


Suppose that instead of borrowing 100 
shares of XYZ common, I borrow 100 pesos. 
Should the result be any different? 


Kerbaugh-Empire Company 


The similarity of borrowing foreign cur- 
rency to a short sale of stock was brought 
up early in litigation on the subject. In 
Bowers v. Kerbaugh-Empire Company, the 
taxpayer made a loan repayable in marks. 
The marks were immediately converted into 
dollars and advanced to a domestic sub- 
sidiary corporation for the performance of 
construction contracts. The subsidiary’s 
construction contracts were entirely unsuc- 
cessful, and all the advances were lost. The 
drastic decline in value of the mark after 
World War I permitted the taxpayer to 
pay off the principal of its obligations with 
far fewer dollars than it had received when 
it converted the borrowed marks. Unani- 
mously, the Supreme Court held that the 
taxpayer had realized no income.” 


*See Friedman, op. cit., infra, footnote 23. 
But see Mertens, Law of Federal Income Taxa- 
tion, 1947 Supplement, Section 11.19, p. 35. 

[1 ustc 9174] 271 U. S. 170 (1926). Mr. 
Justice Brandeis merely concurred in the result. 
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To the government’s contention that “in 
substance and effect the transaction was a 
‘short.sale’ of marks,” the Court responded 
that there was “no similarity” since a “short 
seller borrows what he sells and the pur- 
chase price goes to the lender and is retained 
as security for repayment. ‘The seller re- 
ceives nothing until he repays the loan. Such 
a transaction would not meet the require- 
ments of the defendant in error. It needed 
the money for use and received the amount 
borrowed and expended it.” 


This hardly seems to dispose of the con- 
tention. The Court accurately states a 
characteristic of the common method of 
consummating a short sale of stock. True, 
the purchase price is generally retained by 
the lender as security. However, certainly 
no different income tax treatment would 
result if in a particular short sale of stock 
the lender was willing to trust the general 
credit of the short seller.” If the Kerbaugh- 
Empire Company had borrowed marketable 
securities, which it sold, and advanced the 
proceeds to its subsidiary for the perform- 
ance of construction contracts, it would ap- 
pear that the transaction would be treated 
as a short sale of the securities. The Court 
fails to distinguish this situation from the 
case at bar. It is submitted that the dis- 
tinction advanced by the Supreme Court 
affords no reason for treating the borrowing 
of foreign currency differently from the bor- 
rowing of stock.” 


The Coverdale opinion makes no mention of 
the short-sale analogy. This is not surpris- 
ing in view of the Supreme Court’s pro- 





Cf. Magnolia Farmers Elevator Company 
{CCH Dec. 2260], 6 BTA 552 (1927), [CCH Dec. 
5934] 19 BTA 390 (1930); General Motors Cor- 
poration [CCH Dec. 9587], 35 BTA 523 (1937), 
modified by stipulation [39-2 ustc { 9721] 106 F. 
(2d) 995 (CCA-6, 1939); H. 8. Richardson [CCH 
Dec. 11,322], 42 BTA 830 (1940), aff'd 121 F. 
(2d) 1 (CCA-2, 1941). 


2 See Magill, Taxable Income (1945), p. 249: 
“It may be conceded that the transaction was 
not a short sale of marks but the short sale is 
sufficiently analogous to suggest that the gain 
should be accounted for in the same way.”’ 


See Rottschaefer, ‘‘The Concept of Income in 
Federal Taxation,’’ 13 Minnesota Law Review 
637, 662 (1929): ’’The logic of the Court’s view 
leads to the conclusion that, if C makes a profit 
from the sale of a share of stock which he in- 
vests in a bond which becomes worthless, he 
cannot be held to have received income from 
the former transaction because the gain was lost 
in another transaction.”’ 


The Goodrich case, infra, footnote 19, draws 
a parallel between the borrowing of currency 
and the borrowing of metal, both being ‘‘fungi- 
ble property.’”” Is not the parrallel of securities 
equally applicable? 
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nouncement on the subject, However, the 
opinion cites General Motors Corporation™ 
side by side with North American Mortgage 
Company™ for the proposition that “a bor- 
rowing and returning of property cannot 
result in taxable gain.” The former case 
involved a loan of common stock; the latter, 
a loan of foreign currency. With this ac- 
knowledgement of the similarity between the 
borrowing of stock and the borrowing of 
foreign currency, it is disappointing that the 
similarity was not carried out to its logical 
conclusion. 


Application of Short-Sale Concept 


The treatment accorded short sales of 
stocks or commodities is not confined to 
speculative dealings on organized exchanges.” 
Where the essential elements of a short sale 
are present in regular business transactions, 
the same treatment results. 


Thus, in General Motors Corporation,* the 
Tax Court applied the short-sale concept to 
stock borrowed from an affiliate and used 
in connection with a reorganization. The 
fact that the borrowing was not made for 
the purpose of speculative profit and was 
not from a stockbroker did not serve to 
deny the application of principles governing 
ordinary short sales of stock. 


Nor is the short-sale concept limited to 
stock. In Magnolia Farmers Elevator Com- 
pany,” the taxpayer operated a grain elevator 
on this basis: grain received for storage 
was sold prior to authorization by the own- 
ers, but the market price of the grain was 
paid by the taxpayer at such later date as 
the sale was authorized by the depositors. 
The taxpayer contended that gain or loss 





13 Supra, footnote 11. 

144 [CCH Dec. 5676] 18 BTA 418 (1929). This 
case had two issues concerning foreign borrow- 
ing. The taxpayer borrowed in Holland on de- 
bentures payable in guilders, and converted the 
borrowed guilders into dollars, which were lent 
on mortgages in America. On maturity of the 
American loans, the dollar proceeds were con- 
verted into guilders and returned to Holland. 
The first issue, holding that no gain was real- 
ized on conversion of the proceeds of the dollar 
loans into guilders, differs from the Coverdale 
decision in that the loan in foreign currency 
was not repaid. The second issue, involving a 
repurchase of debentures at less than issue 
price, was disposed of on the authority of the 
Kerbaugh-Empire case, prior to the Supreme 
Court’s decision in the Kirby Lumber case. See 
481 CCH Standard Federal Tax Reports { 83.16. 

% Cf, Gluick, ‘‘Talking Shop,’’ TAXES—The 
Tax Magazine, September, 1947, p. 846, at p. 849. 

16 Supra, footnote 11. 

Ibid. The Board (19 BTA at 394) refers 
to the transactions as ‘‘the short sales of corn.’’ 
Cf. S. M. 1179, 1 CB 60 (1919). 
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should be recognized on sales of grain made 
during the year but not yet authorized, on 
the basis of the market value of the grain 
at the end of the year. The Board of Tax 
Appeals held that no gain or loss was recog- 
nized until the sale was authorized. 


The Board’s theory parallels the treat- 
ment of a short sale of stock. When the 
sale of grain was made prior to authoriza- 
tion, the taxpayer incurred a liability to re- 
pay the market price of grain at the date 
of authorization. This obligation was equiv- 
alent to a liability to repay the grain in kind. 
Not until the date of authorization, when 
the sale was “covered” by the taxpayer’s 
purchase of the grain, was any gain or loss 
realized. There is no suggestion in the 
Magnolia case that on the date of authoriza- 
tion taxable gain or loss would not result. Yet 
this is essentially the situation of the Coverdale 
decision. 


In one respect the borrowing of foreign 
currency differs from the short sale of stock 
or grain. Generally (but not always) the 
purpose of the borrowing is not for the gain 
resulting from the differential in value of 
the foreign currency. The loan is merely 
an incident of another transaction: in the 
Coverdale case, the purchase of Seaboard 
stock; in the Kerbaugh case, the performance 
of construction contracts. Yet it has not 
been suggested that unanticipated or inci- 
dental gain should remain free from tax.” 


B. F. Goodrich Company 


The principal case relied upon for the Cov- 
erdale decision is B. F. Goodrich Company” 
In 1933 the taxpayer borrowed eleven million 
francs, worth $651,000, on a note payable in 
francs, and lent the same eleven million 
francs, repayable in francs, to a subsidiary. 
In 1936, it purchased eleven million francs 
for $514,000 and repaid the loan. The sub- 
sidiary’s debt remained unpaid. The Tax 
Court, in a decision reviewed by the court 
without dissent on this point, held that no 
gain was realized. The Coverdale opinion, 
cohsidering the Goodrich case indistinguishable 
from the case at bar, rests largely on this 
precedent. 


On the contrary, it is submitted that a careful 
analysis reveals a broad distinction between the 
two cases. The Goodrich case is entirely con- 
sistent with a treatment of foreign borrowings 
as a Short sale. The Coverdale case is not. 


18 Cf. U. 8S. v. Kirby Lumber Company, supra, 
footnote 8; I. T. 3810, 1946-2 CB 55. 


19 [CCH Dec. 13,187] 1 TC 1098. (1943). 
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A short sale of stock is merely a transposed 
ordinary sale—i. e., the sale precedes the. pur- 
chase. The transposition is accomplished 
by borrowing the stock to be sold and re- 
paying the loan by stock otherwise acquired. 
However, as in an ordinary sale, no gain or 
loss is recognized until the occurrence of a 
sale or other “disposition” on which gain or 
loss is recognized under the Internal Reve- 
nue Code. Thus, if T borrows stock and, 
instead of selling it, makes a gift thereof, 
no gain or loss should be recognized even 
after —T has purchased stock to cover the 
loan, just as in any gift of purchased stock. 
What started out as a short sale is at this 
point a simple gift of purchased stock. Simi- 
larly, if T transfers borrowed stock in a 
nontaxable reorganization, no gain or loss 
is recognized even after repayment of the 
borrowed stock.” 


However, the mere lending of property 
does not represent the required disposition. 
Thus, if T borrows stock and, instead of 
selling it, lends it to another, no gain or 
loss should be recognized even after T pur- . 
chases stock to cover the borrowing, be- 
cause a loan is not a realized “disposition.” ™ 
What started as a short sale, here ends as a 
simple loan of purchased stock. 


20 General Motors Corporation, supra, footnote 
11. This case, also relied upon in the Coverdale 
opinion, is distinguishable for the same reason, 
the absence of a taxable disposition of the bor- 
rowed stock. The majority of the Board recog- 
nized this: ‘‘The analogy of a short: sale fails 
because the borrowed shares were not used to 
effectuate a sale or a covering purchase, but 
in perfecting a reorganization wherein gain or 
loss is not to be recognized.”’ 


21Cf. Special Ruling, April 19, 1948 [485 CCH 
6136]; Baltimore & Ohio Railroad Company 
[CCH Dec. 8487], 30 BTA 194 (1934) (Issue 
VIII), dismissed 77 F. (2d) 999 (CCA-4, 1935); 
Missouri Pacific Railroad Company [CCH Dec. 
6719], 22 BTA 267 (1931) (Issues 12 and 13); 
Indiana Harbor Belt Railroad Company [CCH 
Dec. 5119], 16 BTA 279 (1929). 


Mertens’ reference to the Coverdale and Good- 
rich cases fails to recognize the distinction. See 
Mertens, op. cit., Section 5.25, p. 81. Both cases 
are cited as a footnote to the proposition that 
no taxable income results from the purchase 
of property in an arm’s-length transaction. As 
to the Goodrich case, the citation appears to 
be proper. If T borrows stock which he retains 
and then, when the market drops, repays the 
loan with stock purchased at a lower price, no 
taxable income is realized. And since a loan 
is not a taxable ‘‘disposition,’’ if T lent the 
stock to another either before or after repay- 
ment of the borrowed stock, .no gain is yet real- 
ized. However, the Coverdale case did not con- 
cern merely a purchase. There the borrowed 
currency was also ‘‘sold,’”’ i. e., exchanged for 
stock jin a taxable transaction. Therefore, gain 
or loss should be recognized on repayment of 
the loan, 
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Distinction 


Therein lies the distinction between Good- 
rich and Coverdale. In Goodrich no gain or 
loss was realized because the “disposition” 
element was lacking. True, the borrowed 
francs had been “covered” by virtue of the 
repayment of the loan with domestic cur- 
rency. Nevertheless, there had been no tax- 
able disposition of the francs, since they had 
been lent in kind to an affiliate. If the affili- 
ate returned the francs, they would have a 
basis equal to the cost in United States 
dollars of the francs used to repay the loan. 
If the taxpayer accepted from the affiliate 
the equivalent amount in dollars, gain or 
loss would be recognized at this time on 
the disposition of the francs.” The taxpayer 
in Goodrich was in the position of a broker 
who had borrowed a share of stock from A, 
lent it to B and then purchased a share of 
stock to cover his borrowing from A. At 
this point the transaction is merely a loan of 
stock to B, and no gain or loss is recognized. 


It should be noted that the taxpayer in 
Goodrich lent the francs in kind to its affil- 
iate. If the borrowed francs were converted 
into dollars and the dollars lent to the 
affiliate, the conversion would represent a 
taxable “disposition,” a short sale of the 
francs, and the repayment of the francs by 
the taxpayer would close the transaction, 
resulting in taxable gain or loss. 


Kerbaugh-Empire Dostrine 


Later cases may distinguish the Coverdale 
case on the ground stated in the dictum: 
that because the sale of the stock acquired 
with the borrowed currency resulted in a 
loss, the result of the entire transaction was 
a loss nontaxable under the Kerbaugh-Empire 
doctrine. 


The facts in Coverdale belie the simplicity 


. of the situation considered by the court. 


From the opinion one would believe that 
the borrowed currency was completely ex- 
pended in the purchase of stock; that the 
borrowing and the sale of the stock were 
completely related to merit consideration 
together as segments of ‘a “whole transac- 
tion.” The facts do not entirely bear out 
this relationship. Immediately prior to pay- 
ment of the purchase price of the stock, the 
taxpayer borrowed approximately $1,205,000, 
only $250,000 of which was in Canadian cur- 





2 The Goodrich opinion refused to pass upon 
the treatment of the repayment by the affiliate. 
See authorities cited supra, at footnote 21. But 
cf. I. T. 2404, VII-1 CB 84 (1928). 
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rency. The purchase price amounted. to 
$760,000. The disposition of the remaining 
$445,000 was not indicated. Later a further 
loan of $175,000 in Canadian currency was 
used to repay a part of the initial loan made 
in United States dollars. The administra- 
tive difficulty of applying the Kerbaugh- 
Empire doctrine is illustrated here. Even if 
the $175,000 Canadian loan may be traced 
to the stock transaction through the inter- 
mediate American loan, the court failed to 
consider (a) that at least a portion of the 
stock may have been acquired with United 
States dollars, so that only a part of the 
entire stock loss was connected with the 
borrowing transaction; and (b) -that the 
portion of the loan not applied to the stock 
purchase (in part perhaps the Canadian 
loans) may not have resulted in a loss— 
indeed, may have been profitable. 


Limited Application 


Moreover, the doctrine of the Kerbaugh- 
Empire case has been severely criticized and 
little of it appears to remain except in the 
field of foreign currency.” A sound reason 


_ for its retention in this field alone does not 


seem to have been suggested. 


Without advocating this limited applica- 
tion of the Kerbaugh-Empire doctrine, a pos- 
sible rationalization may explain its birth 
and tenacious survival in the field of for- 
eign currency transactions. 


Suppose I acquire merchandise with for- 
eign currency. Does this represent (1) an 
exchange* of one commodity, foreign cur- 
rency, for another, merchandise—taxable as 
in the case of any other exchange of com- 
modities; or (2) a purchase of merchandise 





22 See Rottschaefer, op. cit., p. 660 et seq.; 
Magill, op. cit., pp. 245-257; Friedman, ‘‘Status 
of Cases Dealing with Cancellation of Indebted- 
ness,’’ Proceedings of the New York University 
Fourth Annual Institute on Federal Taxation 
(1946), p. 703, at p. 704, footnote 2; Warren and 
Sugarman, ‘‘Cancellation of Indebtedness and its 
Tax Consequences,’’ 60 Columbia Law Review 
1326 (1940), at p. 1329, footnote 20. Cf. Tarleau, 
‘‘Federal Income Tax Considerations Applicable 
to Cancellation of Indebtedness,’’ Proceedings 
of the New York University Fifth Annual In- 
stitute on Federal Taxation (1947), pp. 664, 
668-669; Fifth Avenue-Fourteenth Street Corpo- 
ration v. Commissioner [45-1 ustc ] 9115], 147 
F. (2d) 453 (CCA-2, 1945). But cf. Pittsburgh 
& West Virginia Railway Company [CCH Dec. 
15,990], 9 TC 268 (1947); B. F. Goodrich Com- 
pany, supra, footnote 19. 

24The treatment of a purchase with foreign 
currency as a sale of the currency should not 
be difficult to accept. Another analyst, Mr. 
Milton Berle, at the height of the meat shortage, 
recounted that he had sold dollars to his butcher 
for meat. 
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with foreign currency—nontaxable as in the 
case of a purchase with United States dollars? 


If a purchase with foreign currency is a 
nontaxable transaction, it would seem to 
follow that the basis of the merchandise 
purchased would be the basis of the foreign 
currency applied in purchase thereof. On 
this assumption, the result of the Coverdale 
decision may be explained. The basis of the 
Seaboard stock purchased with foreign cur- 
rency would be the same as that of the 
foreign currency. If the short-sale concept 
suggested above is adopted, no gain or loss 
would be recognized on sale of the Seaboard 
stock prior to repayment of the loan. Upon 
repayment of the loan, gain or loss would 
be recognized in an amount representing 
the difference between the proceeds of sale 
of the Seaboard stock and the dollar cost 
of the foreign currency required. Since the 
Seaboard stock was sold at a loss, there 
was apparently no gain on this theory. 


The situation would be analogous to the 
case in which T borrows stock in corpora- 
tion “A” and exchanges it for stock in cor- 
poration “B” in a nontaxable reorganization. 
When T sells the “B” stock, no gain or loss 
should be recognized until the borrowing 
is repaid. 


The Kerbaugh-Empire case may be ration- 
alized on the same theory. However, it is 
necessary to consider the decision of the 
case not on the facts as they actually were, 
but on the facts as the Supreme Court ap- 
parently viewed them: that the taxpayer had 
borrowed marks which it had expended in 
the unprofitable construction contracts.” On 
this assumption of fact, the Kerbaugh-Empire 
case may be rationalized on the same theory 
as was applied to the Coverdale case. No 


2% The Supreme Court’s viewpoint of the case 
differed from the facts in two important aspects: 

(1)"Where the fact was that the borrowed 
marks were converted into United States dollars 
and the dollars lent to the subsidiary, the 
Court appears to ignore the conversion and con- 
sidered the “marks expended: ‘‘The several 
amounts . . . borrowed were .. . advanced to 
its subsidiary and were lost in and about the 
performance of the construction contracts.’’ To 
overlook the conversion is at variance with the 
tribute paid to formality in Midland Mutual 
Life Insurance Company v. Commissioner [37-1 
ustc § 9114], 300 U. S. 216 (1937), rehearing 
den. 300 U. S. 688 (1937). 

(2) Where the fact was that the parent bor- 
rowed the money and the subsidiary expended 
(and lost) it, the Court appeared to consider 
parent and subsidiary as a single entity. Thus, 
the entire discussion of the loss was not in terms 
of a bad debt on a loan to the subsidiary, but 
in terms of a loss on a contruction contract. 
Moreover, the opinion contains no discussion as 
to whether the subsidiary could repay the debt. 
See Magill, op. cit., p. 247. 


gain or loss was realized on the expenditure 
of marks. Until the repayment of the loan, no 
gain or loss could be recognized on the pro- 
ceeds of construction contracts because the 
borrowed marks had not been “covered.” 
The repayment of the loan closed the trans- 
action and fixed for the first time the basis 
or cost of the construction work. 

If the rationale of Kerbaugh-Empire is that 
no gain or loss is recognized on the ex- 
penditure of foreign currency, much of the 
adverse criticism heaped upon it by com- 
mentators falls wide of the target. On this 
hypothesis, the question to be discussed is 
whether gain or loss should be recognized 
on a purchase with foreign currency. Nor 
can the problem be dismissed by the mere 
Statement that foreign currency is a com- 
modity and the “purchase” with foreign 
currency therefore represents an exchange 
of one commodity (foreign currency) for 
another (inventory). Analysis of foreign 
currency as a commodity. or as a medium 
of exchange may be more a statement of 
a conclusion than an aid to analysis.” 


Taxable Exchange 


However, it is suggested that a purchase 
with foreign currency should be treated as a 


26 It has often been said that foreign currency 
is a commodity. However, closer analysis re- 
quires a comparison of the attributes of foreign 
and federal (United States) currency. Money, 
both foreign and federal, has two general char- 
acteristics: (1) It ig a medium of exchange, i.e., 
it is generally accepted in exchange for com- 
Mmodities. (2) It has a fixed standard of value. 

Foreign currency is similar to federal cur- 
rency in that at certain times and places it is 
generally accepted in exchange for commodities. 
Other forms of property, even marketable se- 
curities, do not have the same attribute, al- 
though marketable securities may be similar 
to foreign currency in that both are often readily 
convertible into cash. For this reason, it does 
not necessarily follow that a purchase with for- 
eign currency should be treated as any other 
exchange. Certainly, a resident of England 
would hardly consider that his purchase of in- 
ventory with English pounds represents an 
exchange, a sale of pounds and a purchase of in- 
ventory. Cf. Fraenkel, ‘‘Foreign Money in Do- 
mestic Courts,’’ 35 Columbia Law Review 360, 
364-365. 

On the other hand, foreign currency ‘is dis- 
similar to federal currency in that it must be 
valued in terms of federal currency for the pur- 
poses of the federal income tax. Unlike United 
States dollars, it has no fixed standard of value 
for federal taxation. 

Thus, foreign currency and United States cur- 
rency are (a) similar in that both function as 
a medium of exchange, and (b) different in that 
foreign currency does not have a fixed standard 
of value which can serve as a measure for fed- 
eral income tax purposes. 

It is believed that the analysis herein differs 
from that of Shepard, op. cit. 
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taxable exchange for the following reasons: 


(1) The principle that no gain or loss is 
recognized on a purchase seems to rest at 
least in part upon the reliability of the pur- 
chase price as a criterion of the fair market 
value of the property purchased. Indeed, it 
may be merely a rule of administrative con- 
venience making the purchase price of an 
arm’s-length transaction conclusive evidence 
of the value of the property acquired. To 
the extent that the principle rests on this 
foundation, it is inapplicable to purchases 
consummated with foreign currency. Unlike 
United States dollars, but like other property, 
foreign currency lacks the attribute of a fixed 
standard of value for the purpose of the 
federal income tax law. 


(2) The nonrecognition of gain or loss on 
a purchase with foreign currency will pre- 
sent further administrative difficulties. It 
would properly apply only to foreign cur- 
rency acquired as a medium of exchange. 
For example, if foreign currency was ac- 
quired for speculation, it would seem proper 
to tax the speculative gain or loss at the 
time of the disposition of the foreign cur- 
rency, whether the disposition is by a sale 
or by an exchange for other property. The 


nonrecognition principle would apply, if at— 


all, only where foreign currency was acquired 
as a medium of exchange, i. e., for the purpose 
of acquiring (other) property or services. 
Such a distinction between foreign currency 
acquired as a medium of exchange or as a 
commodity will necessitate inquiry into the 
intent of the acquisition. 

(3) Furthermore, there appears to be con- 
siderable authority holding that a purchase 
with foreign currency represents a taxable 
exchange, even where the currency was 
clearly acquired as a medium of exchange.” 


(4) Finally, the principle that a purchase 
with foreign currency is a nontaxable trans- 
action, if it should be adopted, would be 
applicable equally to transactions which 
were profitable and to those which resulted 
inaloss. Thus, in the Coverdale case, if the 
Seaboard stock had been sold at a profit, the 
entire gain, representing the excess of the 
proceeds of the sale of stock over the dol- 
lars required to repay the loan would have 
been taxable in the year of repayment. The 
restriction of the Coverdale dictum and the 
Kerbaugh-Empire decision to unprofitable 


7 Credit and Investment Corporation [CCH 
Dec, 12,829], 47 BTA 673 (1942); Bernuth- 
Lembcke Company, Inc. [CCH Dec. 397], 1 BTA 
1051 (1925); Hrik H. Heckett [CCH Dec. 15,725], 
8 TC 841 (1947); Joyce-Koebel Company [CCH 
Dec. 2222], 6 BTA 403 (1927); David Schnur 
[CCH Dec. 16,239], 10 TC 208 (1948); James 
A. Wheatley, supra, footnote 4. 
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transactions lends no support to the rationale 
suggested here. Nor can it be said that any 


language in either opinion supports this ra- 
tionalization. 


Purchase on Foreign Credit 


Suppose I buy merchandise payable in 
foreign currency. At the time of the pur- 
chase our fictitious peso is worth one dollar. 
When the credit term expires, the peso is 
worth only fifty cents. Do I have any gain 
on the transaction? 


In Joyce-Koeble Company,* an importer 
purchased diamonds in London on credit pay- 
able in pounds sterling. The Board of Tax 
Appeals held, first, that the cost of goods is 
determined by the rate of exchange at the date 
of purchase and, second, that no loss may be 
recognized on the difference between the 
rates at the date of purchase and the end 
of the taxable year. The Board assumed 
that the loss representing the difference be- 
tween the rates at the date of purchase and 
the date of payment would be recognized in 
the year of payment.” 


The Coverdale decision does not neces- 
sarily require a different result. There the 
repayment was a repayment of currency 
borrowed, and the rationale was confined 
to that situation. Nevertheless, such a lim- 
itation of the Coverdale decision to the bor- 
rowing of currency would require a different 
result where the taxpayer purchases goods 
(a) on foreign credit or (b) with foreign 
money borrowed from a bank. In both cases 
the cost of the goods would be computed 
at the rate of exchange at the date of pur- 
chase. However, if the value of the foreign 
currency declined between the date of the 
purchase or loan and the date of payment, 
the “gain” would be taxable in the case of the 
purchase on credit but nontaxable under the 
Coverdale decision in the case of the loan. No 
reason has been suggested for this difference. 


Conclusion 


It is submitted that the federal income 
tax treatment of borrowings in foreign cur- 
rency should follow the pattern suggested 
by the treatment of short sales of stock. 
Contrary to the decision in the Coverdale 
case, gain or loss should be recognized in 
an amount represented by the difference 
between the rate of exchange at the date of 
conversion or expenditure of the borrowed 

28 Supra, footnote 27. ° 

2 Cf. Scruggs-Vandervoort-Barney, Inc. [CCH 
Dec. 15,380], 7 TC 779 (1947). 
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currency and the cost or other basis of the 
currency used to repay the loan. 


Moreover, contrary to the dictum in the 
Coverdale case, the doctrine of Kerbaugh- 
Empire Company should be exorcised from 
the field of foreign exchange as it has been 
from other parts of the federal income tax law. 


These suggestions lend simplicity to the 
federal tax treatment of borrowings repay- 
able in foreign currency. If I borrow pesos, 
no gain or loss is recognized on the repay- 
ment. But if I had converted the pesos to 
dollars, the difference between the dollar 
proceeds and the cost or other basis of 


quired is its value at the date of purchase, 
presumably equal to the value of the pesos 
at that date. Here again, when the loan is 
repaid, there is realized a gain or loss meas- 
ured by the difference between the value of 
the pesos at the date of expenditure and the 
cost of the pesos applied to repayment of 
the loan. However, if I repay the loan with 
other borrowed pesos, no gain or loss is 
recognized until the second loan is repaid. 


On the other hand, if I borrow pesos and 
lend them to another, no taxable sale or 
other disposition has occurred. Hence, no 
gain or loss is recognized on repayment of 


the loan in pesos. Similarly, when my debtor 
returns the pesos, there is merely a return 
of borrowed property, not a taxable event. 
The pesos retain the cost of the pesos ap- 
plied to repayment of my loan. [The End] 


pesos applied to repay the loan would repre- 
sent taxable income or deduction. If I use 
the pesos to acquire inventory, stock or 
other property, the cost of the property ac- 





TAX RETURNS 
SECRECY OF INFORMATION 


While many state tax laws contain a section dealing with secrecy of informa- 
tion gleaned by administrative officials and employees through the necessary 


examination and auditing of taxpayers’ returns, judicial construction of the subject 
is somewhat meager. 


In a recent case of unusual interest (Commonwealth of Pennsylvania v. Mellon 
National Bank and Trust Company, 2 CCH State TAx CAseEs §[ 250-009), such a sec- 
tion was considered by the Pennsylvania Supreme Court. In this case, the tax- 
payer, a national bank, for the purpose of introducing evidence that national banks 
were being made subject to a greater tax burden than were banks incorporated 
under the laws of the Commonwealth, secured from the county court subpoenas 
calling for the production by the Secretary of Revenue of tax reports and docu- 
ments filed with him by the various national and state banks: 


To counteract this move of the taxpayer, the Commonwealth petitioned the 
high state court for a writ of prohibition to enjoin the county court from enforcing 
its subpoenas and cited the “secrecy” section of the statute that “any information 
gained by any administrative department ...as a result of any returns... required 
or authorized under the Statutes of the Commonwealth imposing taxes or bonus 
for state purposes . shall be confidential except for official purposes.” The 
court denied the petition and stated that the section was enacted to prevent volun- 
tary disclosures by state officials and employees and was not intended to defeat 


justice by prohibiting the production of necessary tax reports and records in 
judicial proceedings. 





While this decision involves a bank share tax, the problem of secrecy of 
information most often arises with regard to income taxes. 
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How the Capital Gains Tax 
Affects Buying and Selling Securities 


THE RESULTS OF THIS SURVEY SEEM TO PROVE TAXES 
DO NOT ALWAYS HINDER VENTURES INTO THE MARKET 


By GOLDIE STONE . . . 


T HE OBJECTIVE of this study is to 
ascertain the extent to which holders of 
securities do in practice take advantage of 
certain combinations of purchases and sales 
to minimize their tax. In brief, the provi- 
sions of the tax law divide capital gains 
and losses into two classes: (1) short-term 


gains and losses result from the sale or ex- ° 


change of capital assets held less than six 
months, and are taken into account at 
100 per cent of the actual gain or loss in 
computing net income; (2) long-term gains 
and losses result from the sale or exchange 
of a capital asset held more than six months, 
and are taken into account at fifty per cent 
of the actual gain or loss in computing net 
income. Short-term gains are taxed in full 
as ordinary net income; long-term gains are 
taxable, in effect, at a maximum rate of 
twenty-five per cent. After examination of 
the literature on the capital gains provisions 
of the Internal Revenue Code and their 
effect on the buying and selling of securi- 
ties, there did not seem to be much point 
in any further philosophizing concerning the 
tax. From the writings of tax accountants, 
it appeared that all security transactions 
were considered first and foremost from the 
point of view of tax avoidance. From the 
pamphlets published by the brokerage 
houses, it became apparent that anyone who 
purchased securities undoubtedly would 
have received sufficient information to be 
cognizant of every device for reducing his 
taxes or for placing himself in the most 
advantageous tax position. Obviously, little 
could be gained by merely rehashing the old 
material. It was felt that only in obtaining 
the views of those who actually dealt in 


Buying and Selling Securities 


x 


SECURITY ANALYST, NEW YORK 


securities, or were closely connected with 
the field, could concrete results be secured. 


The basic premise for this survey is this: 
the taxpayer who deals in securities and 
desires to minimize his tax liability, sells 
securities on which he has a profit after 
the six-month period has expired and those 
on which he has a loss before the six-month 
period has expired. With this as a starting 
point, the material discussed in the subse- 
quent pages ‘was obtained principally 
through interviews with people closely con- 
nected with the securities field. This tech- 
nique was utilized as an experiment to 
discover the possibilities and to see if defi- 
nite results were obtainable. Before at- 
tempting to question others, it was neces- 
sary to become thoroughly acquainted with 
the law and the means for avoiding an oner- 
ous tax. In actual interviews, a list of 
definite questions was employed as a basis 
for discussion. No verbatim quotations 
were attempted, and all those interviewed 
were assured they would not be quoted by 
name. The sample of people on which this 
report is based consisted of four brokers, 
two tax accountants, an auditor, a head 
bookkeeper and the research director of a 
large downtown bank. The group is ad- 
mittedly small. The results, however, are 
such that they may be considered signifi- 
cant, as none of the people interviewed ap- 
peared to be reticent in stating the facts 
or seemed to be fabricating the situation. 
All of them were quite willing to answer 
the questions, and many went further in 
describing the situation than was originally 
intended. For this reason, it is believed 
that despite the smallness of the group, the 
results warrant consideration. 


1041 





Present Tax. Law 


Under the Internal Revenue Code,’ securi- 
ties are considered capital assets. When- 
issued contracts are also capital assets, but 
puts and calls are not. These terms are de- 
fined in order to insure clarity in the de- 
scription of the different tax avoidance 
measures. A when-issued contract generally 
results if a corporation is being reorganized 
and new securities are issued for the old. 
A put entitles the holder to sell stock at a 
specified price within a specified time; a 
call, to purchase at a specified price within 
a specified time. In the first case, the price 
is generally somewhat below the market; 
then in the second, somewhat above. To 
illustrate this point, a put on a stock selling 
for $40 a share might entitle the holder to 
sell the stock at about $38 a share. A call 
on the same stock gives the holder the 
right to buy stock at approximately $42 a 
share. The cost of an unexercised put or 
call is considered an ordinary expense. If 
the put is used, the cost is deducted from 
the proceeds of the sale. If the call is used, the 
cost is added to the purchase price of the 
stock. 


Under -the law, gain realized from the 
sale of capital assets is taxed according to 
whether the asset has been held for more 
or for less than six months. In establishing 
this separation, Congress apparently in- 
tended to distinguish between investors and 
speculators.” The actual holding period de- 
pends upon the manner in which the securi- 
ties are acquired. In the type of transactions 


Date Date Purchase 
Stock * Purchased Sold Price 
A 1/1/46 2/ 1/47 $40,000 
B 4/1/46 2/10/47 25,000 
c 9/1/46 2/10/47 10,000 
D 12/1/46 2/30/47 28,000 


considered in this report, the date of acqui- 
sition is one day after the purchase and the 
date of sale is the day on which the sale 
occurs: Gains from the sale of securities 
held for less than six months are consid- 
ered as regular income, and are taxed on 
100 per cent of the profit. For securities 
held for more than six months, the tax is 
on fifty per cent of the total gain from the 
sale. All of the loss is deductible against 
other capital gains if the capital asset was 
held less than six months, and fifty per cent 
of the loss is deductible if it was held more 
than six months. Gain or loss on securities 
held for exactly six months is treated as 
short-term gain or loss. Long-term capital 
gains are offset against long-term capital 
losses, and the result is net long-term gain 
or loss. Short-term capital gains are offset 
against short-term losses to secure the net 
short-term gain or loss. Net short- and 
long-term gains and losses are offset against 
one another, and net capital gain or loss 
results. Net capital losses are deductible 
against other income only in the amount of 
$1,000 per year. Capital losses may be car- 
ried over for five years. Loss carry-overs 
are supplied first to the reduction of profits 
from the sale of capital assets and second 
to the reduction of ordinary income with 
the same limitation of $1,000 per year. 
Stocks sold at a loss must not be purchased 
or sold thirty days before or after the sale; 
otherwise, it is considered a wash sale and 
no loss is recognized for tax purposes. The 
loss is added to the basis of the new stock. 
The following tabulation illustrates the above: 


Gain or 
Long-term Short-term Loss for 
Sale Gain Gain Tax 

Price or Loss or Loss Purposes 
$52,000 $12,000G $6,000 G 
15,000 10,000 L 5,000 L 
15,000 $5,000 G 5,000 G 
20,000 8,000 L 8,000 L 


* 1,000 shares of each held. G = gain; L = loss. 


If the long-term gain and loss are offset 
against one another, $1,000 is the net long- 
term gain. If the short-term gain and loss 
are subtracted, $3,000 is the net short-term 
loss. In this case, the net capital loss is 
$2,000. Of this amount, $1,000 can be used 
as a deduction against ordinary income for 
the current year-and $1,000 is carried over 
until the following year to be applied first 





1 All provisions of tax law are quoted from 
Section 117 of the Internal Revenue Code except 
for those on losses, on which Sections 23 (e), 
23 (f) and 118 are quoted. 


2Senate Report No. 1631, 77th Congress, 2d 
Session, p. 50. 


against profits resulting from the sale of 
capital assets and then against ordinary 
income. 


In computing the actual tax payable on 
the capital gain, the holding period of the 
capital asset is important. Long-term gains 
are taxed at more favorable rates than are 
short-term gains, in accordance with the 
amount of the taxpayer’s other income. The 
alternative tax method is designed to pre- 
vent a tax of more than fifty per cent on 
the taxpayer’s net long-term capital gain. 
The effective rate is, therefore, twenty-five 
per cent on such gain because only fifty per 
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cent of the actual gain is taken into account 


in determining the net long-term gain. Two - 


conditions must exist in order to apply the 
alternative tax: (1) the net long-term gain 
must exceed the net short-term capital loss, 
and (2) this alternative method must result 
in a lesser tax liability than would be the 
case under the ordinary method. The 
alternative tax method is workable only if 
the taxpayer’s net income is above $18,000 
annually. The income tax rate rises at this 
level to 50.35 per cent; therefore, no decrease 
in the tax would result at the lower levels 
of income from the use of the alternative 
method. However, the effective tax rate 
would be less than twenty-five per cent on 
long-term gains if net income was less than 
$18,000. 


To illustrate the alternative method: 


i, 
Income less than $18,000 
Ordinary net income ... $10,000 
Capital gain on asset 
held over6months... 5,000 
A. Computation under the ordi- 
nary method: 
Income for tax purposes .... $10,000 
50% of capital gain 
$12,500 
500 


‘Total income 
Personal exemption 


Normal and surtax net income. $12,000 
Total tax 
B. Computation under alternative 
method: 
Income for tax purposes.... 
Personal exemption 


$10,000 
500 


$ 9,500 


Normal and surtax net income. 
Partial tax 


Plus 50% of $2,500 


Total tax 


II. 

Income more than $18,000 
Ordinary net income... $19,000 
Capital gain on asset held 

over 6 months 
A. Computation under 
method: 
Income for tax purposes.... 
50% of capital gain 


5,000 


ordinary 


$19,000 


$21,500 
500 


Total income 
Personal exemption 


Normal and surtax net income $21,000 
Total tax 


Buying and Selling Securities 


“tive method. 


B. Computation under alternative 
method: 
Income for tax purposes .... 
Personal exemption 
Normal and surtax net income. $18,500 
Partial tax 
50% of capital gain 


Total tax 


In I, higher tax results from the alterna- 
Consequently, the taxpayer 
would use the ordinary method. In II, the 
taxpayer would save on the tax payable, 
and therefore would use the alternative 
method. _ 


Basis of Interviews 


Judge Learned Hand, in the case of 
Helvering v. Gregory [1934 CCH 9180], 
69 F. (2d) 809 (CCA-2), stated that the 
taxpayer is under no obligation to “in- 
crease” his taxes; he may “so arrange his 
affairs that his taxes shall be as low as 
possible.” It was upon this premise that 
the questions asked of the persons inter- 
viewed were developed. Anyone who dealt 


‘in securities, it was quite apparent, would 


know that it was to his advantage not to 
sell securities on which there were gains 
before the expiration of the six-month 
period, but to sell all securities on which 
there were losses within that time. The 
holder may be influenced, however, by 
other factors than the tax liability. He 
may think the market will decline, and then 
must weigh the tax saving against the pos- 
sible loss. Aside from the above fairly 
simple practice, there have been developed 
since 1942 some highly complicated and 
devious methods for utilizing these favor- 
able conditions without strict adherence to 
the time element. Some of these methods 
are included in the following list: 


(1) The use of short sales or puts to con- 
vert a short-term gain into a long-term gain 
without fear of loss, or to throw the gain 
into the next year. The holder of the stock 
may wish to secure the gain, but not to 
realize it actually so that he would be liable 
for the tax. His total income may place 
him in the over eighty per cent brackets; 
consequently, he would pay out most of the 
short-term gain in taxes. Under this type 
of transaction, the holder sells the stock 
short, waits until the six-month holding 
period has passed and then covers the short 
sale. He either uses his original stock if 
the market has fallen during the interim or, 
if it has risen, purchases new stock to cover 
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the short sale and sells the original stock 
in the market. If the price of the stock has 
gone down during the time he is short, he 
covers with his original stock. Therefore, 
he secures the same gain as if he had sold 
it outright at the time he originated the 
short sale. If the market for the stock 
goes up, he sells his original stock to secure 
the maximum gain and buys - additional 
stock in the market to cover the short sale, 
and thus realizes a loss. In the first case, 
he has merely a long-term gain; in the sec- 
ond, he has a long-term gain and a short- 
term loss. The short sale can be used in 
this manner since it is not considered com- 
pleted until the stock is actually delivered. 
A put gives the holder the right to sell 
stock at a specific price; thus, it can be 
used as a hedge against a decline in the 
market. The purchaser of the put pays the 
cost of approximately $137 to $450 per 
100 shares, depending on the stock. If the 
market goes up after the end of the six- 
month period, he does not exercise the right; 
if it goes down, he does. Therefore, he has 
either a long-term gain and an expense item 
or simply a long-term gain. 

As an example of the above type of trans- 
actions, Mr. Jones holds 100 shares of X 
stock, which he purchased on May 1, 1947, 
at $10 a share. On August 30, 1947, the 
stock is $30 a share. Mr. Jones wishes to 
sell the stock, but does not wish to take a 
short-term. gain, as his other income totals 
$70,000 and the gain would be subject to a 
total tax of 76.95 per cent. 
insure his profit, he sells 100 shares of X 
stock short and waits at least until after 
November 1, 1947, to cover. If the market 
has risen to $35 a share in the interim, he 
sells the original 100 shares at $35 to secure 
the maximum long-term gain, buys 100 
shares at $35 and covers the short sale with 
the new stock (in effect, he buys and sells 
the same stock on the same day) to obtain 
a short-term loss; i. e.: 


Short-term gain if sold on 8/30/47. . $2,000 





Tax on the gain at 76.95% ..... 1,539 
Net gain after taxes ........... 461 > 
Stock sold short 
Maximum long-term gain ...... $2,500 
Short-term 1686 ..... 6.2... 500 
Taxable gain (50% of long- 
| rele Cert pres. ane ees 1,250 
ae a eee 500 
I sii cen hated aiuncese $ 750 
Tame at SOR: 6 csi os cksiete cok 375 
Net gain after taxes and loss... $1,625 
Less gain as above..............: $ 461 
2 eer eeereer err $1,164 
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In order to’ 


If the market for the stock goes down to 
$25, he covers with the original stock. He 
has a long-term gain as the stock used to 
cover the short-sale has been held more than 
six months. For tax purposes, gain or loss 
from a short sale depends on the length of 
time the stock used to cover is held. 


Long-term capital gain ............ $2,000 

50% subject to tax ............ 1,000 
pf 2 ee ee Peer ee 500 
Net gain after taxes ............... 1,500 
Less gait as above ........0....... 461 
a ee 1,039 


If Mr. Jones purchases for $200 a put 
entitling him to sell stock at $30 a share 
for ninety days, he will exercise it if the 
market falls and will not if it rises. 


If market rises to $35, do not exercise put: 


Re WN os LK $2,500 
Cigew tor fax: 2.3. lee eke 1,250 
ee SS ere 1,050 
a I it ee 525 
Net gain after taxes and costs.. 1,500 
Savings ip tames .... 25. 1,014 


If market falls to $25, exercise put: 
Total long-term gain (after deduc- 


Gon oF cnet of pet) ....... 2.05. $1,800 
ate eae pepeparentr atari re 900 
gl ae,” Seer nee ny eG care 450 

Net gain after taxes and costs... 1,350 
iS COSE OF DUE 5 ono coe es ee ces 200 
ee ee ere 461 
Se a 1,089 


(2) The use of a short sale or a call to take 
advantage of a short-term loss without losing 
a position in a security. The advantage of 
this transaction is that it does not come 
under the wash-sale provisions of the law. 
The holder sells stock short, purchases ad- 
ditional stock, waits thirty days and then 
covers with the original stock. Thus, he 
has a short-term loss and holds the new 
stock at a lower base price. Using a call, 
the holder sells the stock outright and ex- 
ercises the call in thirty days. The call 
permits the holder to buy the stock at a 
specific price, and’ thus protects him against 
arise. In both instances, the wash-sale pro- 
visions of the tax law are inoperative. 


Suppose that Mr. Jones purchases 100 
shares at $50 on September 1, 1947, and 
that on November 15, 1947, the stock is 
quoted at $35. Mr. Jones has other long- 
term profits of $5,000; consequently, he 
wishes to take advantage of this loss for 
tax purposes, although he would like to re- 
main in the stock. He sells the stock short 
at $35, buys stock at $35 and waits thirty 





3 Cost of put may be deducted from ordinary 
income. 
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days to cover with his original stock. Thus, 
he has a short-term loss of $1,500 and 100 
shares of stock at a lower base price. On 
the payment of taxes, the following is 
indicative: 
Long-term gain 
Short-term loss 

Gain for tax 

Short-term loss 


Net long-term gain 
Tax at 50% 
Tax without loss deduction on $5,000.. 1,250 


This $1,500 loss actually costs Mr. Jones $750. 


If Mr. Jones sells his stock outright but 
purchases a call on the stock at $35 a share 
for ninety days at $200, he secures the tax 
loss. He can repurchase the stock in thirty 
days by exercising the call if the market is 
higher or by buying stock in the market if 
it is lower. 


(3) The sale of a when-issued contract to 
obviate the necessity of taking a short-term 
gain tf the contract is held until consummation 
of the reorganization. A when-issued con- 
tract generally results from a corporate re- 
organization. The holder of the old issues 
generally sells the new-ones on a “when, if 
and as issued” basis. For example, Jones 
holds the bond of the XYZ Corporation 
(listed on the New York Stock Exchange), 
which is in the process of recapitalizing. 
A plan has been formed and is fairly cer- 
tain to be consummated within about one 
year. Under this plan, he is to receive $1,000 
of new first mortgage bonds for each $1,000 
bond held. Having need for additional cash, 
or for any other reason, he lightens his 
commitment by selling the new bond on a 
“when, if and as issued” basis. He retains 
the original bond. This transaction initi- 
ates the when-issued contract. The buyer 
of the contract can also in turn sell the 
new bond on a when-issued basis, and thus 
holds both a buy and a sell contract, which 
are considered separate transactions for tax 
purposes under I. T. 3721. If the holder 
sells the contract, it is a short-term or long- 
term gain or loss, depending upon the actual 
length of time it has been held. The set- 
tlement of a when-issued contract is con- 
sidered short term as the new securities are 
held momentarily until delivered to satisfy 
the contract. 


For example, Mr. Jones has held a when- 
issued contract, which he purchased at 
$6,000, for more than six months. At pres- 
ent, the new securities are worth $10,000. 
Mr. Jones has a potential profit of $4,000. 
If he continues to hold the contract until 
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maturity, his gain, if he sells the new securi- 
ties within six months after receipt, will be 
short term. Taxes at the rate of 76.95 per 
cent would take $3,078 of the profit. In- 
stead, Mr. Jones sells the contract outright. 
He has a long-term gain of $4,000, of which 
$1,000 is taken in taxes under the alterna- 
tive method. . 

Another more complicated way of using 
when-issued contracts is as follows: New 
securities are to be received in exchange for 
an old bond held more than six months. 
In addition, the securities to be obtained 
have been sold on a when-issued basis at a 
gain. If after the sale the market continues 
to rise, the prospective long-term gain may 
be offset by a loss without decreasing the 
profit. The holder can sell and repurchase 
the old bond within six months of the set- 
tlement date for the new securities. 

As an illustration, Mr. Jones purchased 
bonds for $6,000 on January 1, 1947. He 
sold the new securities on a when-issued 
basis at $7,000 on June 1, 1947. He thus 
has a prospective gain of $1,000. The tax 
on this gain would be $250. The gain would 
be long term as the new securities take the 
same basis.as the old bonds. If the market 


-for the old bonds is $8,000 on November 1, 


1947, he sells the bonds for $8,000 and secures 
a $2,000 long-term gain, only $1,000 of 
which is subject to tax. He repurchases 
the bonds at $8,000 and uses the new securi- 
ties received for the new bonds to fulfill the 
when-issued contract. He has a short-term 
loss of $1,000 as he paid $8,000 for the new 
securities and delivered them for only 
$7,000. For tax purposes, Mr. Jones has 
no profit, although he has an actual gain 
of $1,000. 

(4) The use of end-of-the-year sales and 
repurchases to realize gains, increase the basis 
of the stock at which it is held and maintain 
the position of the holder in the stock. The 
holder may t.ave lower income in one year, 
or may wish to secure the gain and hold 
the stock for any future rise. It is a means 
of averaging the gain over a period of years 
and avoiding a large tax payment. If Mr. 
Jones held stock purchased at $35, and now 
quoted at $50, for more than six months, he 
could sell it at $50 and repurchase it immedi- 
ately. Thus, he would have a higher basis 
for gain or for loss. 

(5) End-af-the-year selling to offset gains 
and losses in order to secure the most advan- 
tageous tax position. 


(6) The sale of stock before the distribu- 
tion of new securities and cash, where the cash 
is distributed as payment of back dividends 
and considered regular income, to establish a 
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capital gain, either long or short term, de- 
pending upon the time the stock is held. The 
gain would thus be subject to the more 
favorable tax rates, and the receipt of in- 
come would be avoided. 


(7) The sale of preferred stocks or bonds 
before payment of substantial back dividends 
or interest, to avoed the receipt of income and 
to convert the income into capital gain. 


The above list contains the most common 
and well-known types of transactions. There 
are others, but they are designed to meet 
very specific circumstances which arise 
from the receipt of rights and dividends and 
from recapitalizations. The questions actu- 
ally used as the basis for this study were 
based upon the first five types of transactions. 


Sources of Information 


Before detailing the results obtained from 
the interviews, it is interesting to note the 
variety of places in which this tax informa- 
tion is available. All brokerage houses, 
even of small size, publish income tax guides 
for the inventor. In addition, at the end 
of the year, the large tax law publishing 
houses issue bulletins informing their clients 
about all of these tax-saving suggestions. 
Further, all accountants in the securities 
field are fully cognizant of these transactions. 
Consequently, there is no lack of sources 
of information for anyone who wishes to 
acquire the knowledge to lessen his capital 
gains tax. 


Results of Interviews 


On the first question, as to the conversion 
of a short-term gain into long-term gain by 
means of a short sale or a put, the general 
consensus was that this type of transaction 
was seldom used. The tax accountants 
stated that while they advised their clients 
to use it, only the large investor or the 
professional trader carried through this 
transaction. One of the brokers interviewed 
said that he had carried out this type of 
short sale, but that it was not a general 
practice. When queried as to why it is 
not a more usual practice, those interviewed 
offered a variety of reasons. Some thought 
that the cost of selling short was the main 
reason. The difficulties of the technique were 
another. These reasons explain in part the 
small security holder’s lack of- interest in 
short sales. The costs of short sales include 
the payment of the regular transfer taxes 
of $0.05 to $0.06 per $100 par value for the 
federal tax and $0.01 to $0.04 per share for 
the New York State tax, depending on the 
price of the stock. Commissions are figured 


currently at about an average of 0.8 per cent 
of the dollar value of the transaction. The 
greater the dollar value of the transac- 
tion is, the lower the percentage. Although 
no actual delivery of stock takes place at 
the time, the seller has to deposit sufficient 
funds to purchase the stock to be used 
eventually to cover the short sale or, if it 
is On margin, seventy-five per cent of the 
total cost. In addition, he has to deposit 
more money if the value of the stock rises. 
Stock must also be borrowed. Prior to 
August 8, 1947, there was a borrowing fee 
of $0.05 per $100 par value, or roughly $5 
per 100 shares. At present it has been 
completely eliminated. In a tight market, 
there might be a premium of about $1 or $2 
to $7 per 100 shares pet day for borrowing 
the stock. Generally, the premium is small. 
While the seller is short the stock, he must 
pay all dividends distributed by the com- 
pany to the purchaser. In order to initiate 
the short sale, it must be stated at the time 
of sale that it is a short transaction. Fur- 
ther, the sale must be made at a price higher 
by one eighth than the last sale. The tech- 
nique of selling short is complicated and 
costly, but not prohibitively so. Actually, 
it is too involved and demands larger cash 
resources than the small holder usually 
can command. 


If we again use the illustration of Mr. 
Jones and the 100 shares of X Corporation 
stock, we find: 


Short-term gain if sold on 8/30/47 $2,000 
fc ee ae 


Net gain after taxes ............ 461 
Stock sold short at 30 
Commission $......... $ 25 
EE eee Sat) 10 
Expenses ........ $ 35 


Premium of $1 per 100 
shares paid for borrow- 


a e $ 60 
Total expenses for short 
© EROS BA Bie tye § $ 95 


If the market went up to $35: 


Long-term gain ............. $2,500 
Short-term loss ......... $500 
Ee 95 
Teel WSs... 26. :. $595 
Long-term gain for tax ....... 1,250 
Short-term loss and expenses. . 595 
Net long-term gain .... $ 655 
- 2 ER Are Pere oe $ 327.50 
Net gain after taxes, loss and 
ES 1,578.50 
ee en eee 1,212.50 
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If the market went down to $25: 
Long-term gain 
Less expenses 


Net long-term gain 

Long-term gain for taxes 

Tax at 50% 

Net gain after taxes and com- 
sion 

Savings in the tax 


1,428.75 
1,062.75 


The gain from the short sale is evident and 
sizable. 


If Mr. Jones’ income had been $10,000, 
the incentive for using the short sale would 
have been lessened. 


Short-term gain if sold on 8/30/47 $2,000 
Taxes at 36.10% 722 
Net gain after taxes 1,278 


Compared with the net gains of $1,668 and 
$1,518 which could be obtained by the use 
of the short sale, the gain is much smaller, 
and perhaps does not offer enough induce- 
ment in view of the complicated procedure. 


Furthermore, it seemed, most small in- 
vestors had what one broker called “a nat- 
ural aversion to. selling short.” Most 
customers would not sell short even though 
they knew of the advantages. 
ant said that many thought a transaction 
of this kind was not ethical, or that it would 
cause too close a scrutiny of tax returns. 


The only individuals who took advantage of 
this procedure were those investors who 
were thoroughly versed in all the manipu- 
lations possible in the market, with large 
enough commitments to make it worth their 
expenditure of money for specialized brok- 


erage and tax counsel. These are ap- 
parently few in number. Among this group, 
throughout the war, were many aliens. 
Many had come to the United States on 
various types of temporary permits, which 
were continuously extended. They were 
not permanent residents. If they did not 
engage in any trade or business, they could 
purchase securities for their own accounts 
and the capital gain was not subject to tax.‘ 
Therefore, it was to their interest to convert 
all gain into capital, but not necessarily 
into long-term capital gain. This condition 
was changed in 1945 by a Treasury ruling. 
(Mim. 5883, 1945 CB 244.) 

On the use of a put for converting a short- 
term gain into a long-term’ gain, only one 
tax accountant stated that he knew of any 
such transaction. Everyone else said that 
his clients had never used puts for tax 


‘The taxation of nonresident aliens is covered 
in Code Section 211 and in Regulations 111, Sec- 
tion 29.211. 


Buying and Selling Securities 


An account- ° 


purposes. Not many investors, it seems, are 
familiar with the put and call market. 


On the second point, the use of a short 
sale for taking advantage of a short-term 
loss without losing a position in the stock 
and still avoiding the wash-sale provisions 
of the law, very few such transactions were 
mentioned. They were considered rarities. 
Except for the tax accountants and the 
auditor, none of the people interviewed knew 
about this transaction, although it is cited 
in all tax bulletins. This type of manipula- 
tion apparently does not play a large part 
in stock sales. The most usual transac- 
tion for the taking of losses was merely to 
sell the stock, and then either purchase 
similar securities immediately or wait thirty 
days to buy back the original stock. Switch- 
ing into similar securities was mentioned as 
a general method of taking losses at the 
end of the year. It was employed by all 
types of investors. 


On the third point, selling when-issued 
contracts instead of waiting until consum- 
mation of the plan, all those interviewed 
said that this transaction was fairly general. 
The reason advanced for this unanimity was 
that only an individual who actually knew 
the market would purchase when-issued 
contract. It was a very special type of 
security, and because of the Bureau ruling 
was conductive to all types of tax-saving 
manipulations. When-issued contracts were 
important during 1945 and 1946, because 
of the large number of railroad reorganiza- 
tions, and are still important, to a lesser 
extent, at the present time. 


The use of the end-of-the-year sales of 
stocks and repurchases at the same time to 
secure the gain and to mark up the price 
of the stock was general with all types of 
investors. The fifth point, end-of-the-year 
sales both for losses and for gains, also 
appeared to be a usual practice. Most of 
those interviewed said that they had advised 
the sale of all stocks with losses at the end 
of 1946, as a result of the decline in the 
market, to take advantage of the carry-over. 


Other Factors 


All of those interviewed seemed to feel that 
although tax questions might be important 
at the end of the year, when balancing opera- 
tions were performed, they were not the 
only factors. Most brokers advised their 
clients to take profits when they had them 
without worrying about the tax angle. As 
one man put it, “No one ever went broke 
taking profits.” However, some stockholders 
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did seem reluctant to sell. Practically all 
of those interviewed said that many clients 
did not wish to realize profits. The reason- 


ing was as follows: They would have to - 


pay some part out in taxes and therefore 
would have less to invest in other situations. 
For this reason, they preferred to retain 
the same stock. Subsequently, many lost 
money or remained in situations which no 
longer offered as favorable a return. This 
loss cannot be attributed solely to tax fac- 
tors. If they had re-invested, they probably 
would have lost in some other stock. 

The effect of the tax as it concerns trusts 
requires separate discussion because of the 
special nature of trust investments. The 
director of research stated that tax con- 
siderations did not enter into trust depart- 
ment transactions in any form. Their guid- 
ing principles were adequate income and 
safety of principal. In nondiscretionary 
trusts, only United States bonds could be 
held. In discretionary trusts, the investors 
could buy common stocks but were limited 
to the highest-quality securities in relatively 
minor amounts. As investments were on a 
long-range basis, tax operations did not 
concern them at all. 


Conclusions 


The dominant result of these interviews 
appears to be that tax-saving manipulations 
are restricted to a fairly limited group of 
large stockholders with ample cash reserves 
who trade in substantial blocks of securities. 
This type of individual has, in addition, 
sufficient time to discover the many avail- 
able devices and sufficient money to employ 
expert advice to inform him of these pos- 
sibilities. This group is also augmented by 





professional traders who deal in the market 
as a business, and who are fairly well to do. 


The tax laws do affect the time of realiza- 
tion; most investors with gains will wait 
until after the six-month period to sell, and 
those with losses will sell before that period 
is up. The retention of a commitment be- 
cause of the tax on the gain appears some- 
what usual, but is mainly a practice of the 
larger holder. The small stockholder is 
willing to take the profit and pay the tax. 
This reluctance results more from the tax 
rate than from the way in which the capital 
gains law is written. The rate is, of course, 
part of the larger problem of reducing the 
income tax. 


Some of those interviewed thought the 
law curtailed the amount of trading. The 
argument was the same as that given for 
affecting the time of realization, in that the 
six-month dividing line restricted sales in 
which profits were realized. The rate of 
the tax was also important since it was 
responsible for reducing the amount of 
money available for new investments. In 
addition, the tax accountants often advised 
their clients that if they did not sell before 
they died, no one would be required to pay 
a tax on the appreciation accrued up to the 
time of death. In this way, some curtail- 
ment was evident; but it does not appear 
to be an overriding consideration. 


On the whole, the present law is con- 
sidered the most lenient passed in recent 
years. Aside from the limited deductibility 
of losses and the high general tax rates, 
the capital gains law, it is felt, does not 
hinder ventures in the market; nor are these 
ruled by tax considerations. [The End] 





OHIO CITY INCOME TAXES CHALLENGED 


Columbus has joined the ranks of Ohio cities, including Springfield and 









Toledo, whose income taxes are being contested in the hope that they will be 


declared invalid. 


The tax is challenged upon the novel grounds that wage earners are discrimi- 
nated against by being deprived of their tax payments on each pay day, while other 
taxpayers may make quarterly payments of the tax and thus have the use of their 
funds during the intervening periods. Among further charges is that wage earners 
are taxed on their entire gross incomes, while in the case of businesses and profes- 


sions net profits are taxed. 
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BASE PERIOD ADJUSTMENTS 


SECTION 
711(b)(1) 


By LEO A. DIAMOND 


MR. DIAMOND, MEMBER OF THE LAW FIRM OF LE BOEUF & LAMB, 
NEW YORK CITY, IS A WELL-KNOWN WRITER IN TAX CIRCLES 


B EGINNING at the time the excess prof- 
its tax was being considered by the 
Congress in connection with the Second 
Revenue Act of 1940, and continuing until 
it was repealed in 1945, for all taxable years 
beginning after December 31, 1945,* consid- 
erable controversy ensued, between apologists 
for and opponents of the use of base period 
earnings, as to whether such earnings should 
appropriately or could accurately measure 
an excess’ profits tax credit. Both sides joined 
hands, however, in agreeing, albeit for dif- 
ferent reasons, that actual base period earn- 
ings as such were far from an accurate 
measure of an equitable credit. Those who 
argued against the use of average base pe- 
riod earnings complained that too many 
corporations would be or were being re- 
lieved from all or a substantial share of the 
heavy tax burdens incident to furthering 
the defense program and successfully prose- 
cuting World War II. Those who supported 
_ the use of average base period earnings as 
a permissible measure of an excess profits 
credit complained that in many instances, 
nevertheless, inequities and hardships would 
result from this method. 


Notwithstanding the generally popular re- 
peal of the excess profits tax in 1945, from 
time to time there have been serious pro- 
posals for the reimposition of an excess 
profits tax as a more or less permanent fea- 
ture of the federal tax system. (See, for the 
most recent example, H. R. 7109, introduced 
by Representative Dingell on August 4, 
1948, in response to President Truman’s de- 
mand for a re-enactment of a tax on excess 
profits as an anti-inflationary measure.) Al- 


—_ 


1 Section 122, Revenue Act of 1945. 


Base Period Adjustments 


though, if portents may be considered reli- 
able, enactment of a new excess profits tax 
is not imminent, it is certain that if “peace- 
time” inflation continues unabatedly, or if 
the United States again finds itself at war, 
such a tax would be speedily placed again 
on the statute books. Although the excess 


‘profits tax cannot avoid being “erratic,” it 


does lend itself far more readily to war 
economy (whether or not there be actual 
shooting) than to so-called peacetime activi- 
ties. Even in the absence of war, some form 
of excess profits tax undoubtedly would be 
enacted should inflationary spirals get com- 
pletely out of hand. In the main, the new 
excess profits tax would undoubtedly be 
patterned along the lines of, if not substan- 
tially based upon, the former tax in effect 
from 1940 to 1945. To that extent, at least, 
it is of present material interest to note 
what has been happening judicially with re- 
spect to Section 711 (b) (1), dealing with 
adjustments to base period income under 
the now-repealed excess profits tax. 


Scope of Section . 


Section ’711 (b) (1), like Sections 713 (e), 
(f) and 722, was the result of the Con- 
gressional purpose*® to reduce as much as 
possible inequities or hardships which could 
result from the use of average base period 
earnings as a measure of excess profits 
credit. Thus, Section 711 (b) (1) was de- 
signed to make so-called base period income 


‘2A trenchant analysis of legislative motive 
as distinguished from legislative intent appears 
in Paul, ‘‘Motive and Intent in Federal Tax 
Law,’’ Selected Studies in Federal Taxation 
(2d Series, 1938). 
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a reasonably fair, if not entirely adequate, 
measure of such credit.* Realizing that base 
period income itself could not be an accurate 
measure of excess profits credit,* Congress 
provided for various adjustments to such 
income under Section 711 (b) (1), in order 
to achieve fairness and approximate accu- 
racy. Of the three adjustments which re- 
quire decreasing base period income, two do 
so through exclusions—i.e., capital gains 
(subparagraph (B)) and income from retire- 
ment or discharge of bonds (subparagraph 
(C))—and one does so by allowance of a 
full credit for dividends received on stock of 
domestic corporations (subparagraph (G)). 
All other adjustments provided in Section 
711 (b) (1) require the increase in base pe- 
riod income through the mechanics of dis- 
allowing deductions otherwise allowable in 
the base period. Even a cursory glance at 
the various adjustments—whether they tend 
to decrease or increase base period income— 
reveals that the items involved in such ad- 
justments are generally nonrecurring or 
“abnormal” as distinguished from ordinary 
daily transactions or occurrences. (Insofar 
as the tax liability for base period years is 
concerned, the various adjustments do not 
actually decrease or increase base period 
income. Such income remains the same in 
the absence of any adjustment made by 
virtue of Section 734, relating to inconsistent 
positions.) 


In the light of the historical legislative 
background of Section 711 (b) (1), it was 
not surprising that inquiry would soon arise 
as to whether the application of that section 
was mandatory and automatic where the 
conditions and limitations therein prescribed 
were fully satisfied, regardless of whether 
‘or not such application would redound to 


3 As originally added to the Code by Section 
201 of the Second Revenue Act of 1940, Section 
711 (b) (1) was admittedly incomplete in not 
providing for adjustments of so-called ‘‘abnor- 
mal’’ deductions allowed for the base period. 
Those adjustments were added by Section 3 of 
the Excess Profits Tax Amendments of 1941. 


+In recommending repeal of the excess profits 
tax, Secretary Vinson told the Senate Finance 
Committee in October, 1945: ‘‘Whatever the 
merits of the average-earnings credit in meas- 
uring excessive war profits, it would be grossly 
unfair if applied to peacetime business.’’ Sen- 
ate Hearings on H. R. 4309 (79th Congress, 1st 
Session); Revenue Act of 1945, p. 24. The Sen- 
ate committee also believed that the ‘‘longer 
the excess-profits tax is retained the less the 
income of 1936-1939 is a proper measure of ‘ex- 
cessive profits’. This base period will be a 
particularly poor measure of earnings in the 
post-war period when many corporations will 
be entering new fields of enterprise or expand- 
ing their businesses.’’ Senate Report No. 655 
(79th Congress, 1st Session), p. 19. 
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the benefit of the particular taxpayer. At 
the present time the answers to that inquiry 
depend upon which subparagraph of Sec- 
tion 711 (b) (1) is at issue. 


Colson Corporation Case 


In the Colson Corporation case*® the tax- 
payer relied exclusively on the “growth for- 
mula” under Section 713 (f) in computing 
its excess profits tax credit on base period 
earnings. The Commissioner attempted to 
destroy the effectiveness of the taxpayer’s 
use of the growth formula, by restoring to 
income for 1936 a bad debt deduction as an 
abnormality under Section 711 (b) (1) (J). 
Holding that subparagraph (J) was a re- 
medial provision for the benefit of taxpayers, 
and not a weapon in the hands of the Com- 
missioner to force a reduction in the excess 
profits tax credit, the Tax Court repulsed 
the Commissioner and refused to deny to 
the taxpayer the benefits of Section 713 (£).° 


That view of the function of subparagraph 
(J) was followed by the Tax Court with its 
holdings that the Commissioner cannot force 
application of the subparagraph for either 
all or part of the base period, even if the 
taxpayer should invoke it originally but later 
abandon that position," or for the entire base 
period, even if the taxpayer itself should 
rely on that subparagraph for a part of the 
base period.* 


Although the Colson Corporation case arose 
under subparagraph (J), relating to “ab- 
normal” deductions, the rationale of the 
Tax Court’s decision is equally applicable to 
subparagraph (H), relating to payment of 
judgments and the like, and to subpara- 
graph (1), relating to intangible drilling and 
development costs. The reason is, in the 
opinion of the Tax Court, that the applica- 
tion of subparagraphs (H), (I) and (J) de- 
pends upon the taxpayer’s compliance with 
the strict requirements of subparagraph (K). 
The theory underlying the Tax Court’s rea- 
soning is that even though the strict require- 
ments of subparagraph (K) were designed 
to prevent unjustifiable adjustments, the tax- 
payer could take advantage of the refusal 
to have adjustments made, whether or not 


5 [CCH Dec. 14,828] 5 TC 1035 (1945). 

6 Accord: Carter Mullaly et al., Trustees 
[CCH Dec. 14,907], 5 TC 1376 (1945). 

7 Fain Drilling Company [CCH Dec. 15,829], 
8 TC 1174 (1947). 

8 Welch Grape Juice Company [CCH Dec. 
16,101], 9 TC 786 (1947). But see George J. 
Meyer Malt & Grain Corporation [CCH Dec. 
16,600], 11 TC —, No. 50 (1948), for an auto- 
matic disallowance where the taxpayer, by offer 
of proof, was held to have waived the right to 
waive disallowance. 
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they would be justifiable, by merely refrain- 
ing from compliance. If the taxpayer de- 
liberately chooses not to comply with those 
requirements, the Commissioner cannot force 
compliance; nor can he successfully recom- 
pute excess profits tax as if the taxpayer 
had complied. 


Automatic Application 


But what of the other subparagraphs of 
Section 711 (b) (1)? Does their application 
depend on the choice of the taxpayer, or is it 
automatic and mandatory whenever the con- 
ditions set forth in them have occurred? The 
Tax Court has stated that no taxpayer can 
stay the automatic application of any one 
of the subparagraphs (B) to (G), inclusive,* 
because such application does not depend 
upon proof to be made by the taxpayer under 
subparagraph (K).” Thus, for example, a 
taxpayer could not insist upon having cap- 
ital gains (realized from time to time through- 
out the base period on assets held more than 
six months) excluded during the first two 
years of the base period but included dur- 
ing the last two years of that period, in order 
to obtain the benefits of Section 713 (e) or 
(f). May a taxpayer refuse, however, to 
have an otherwise disallowable deduction 
disallowed in determining base period earn- 
ings if by doing so it can obtain the benefits 
of Section 713 (e) or (f)? Following the 
intimation in Colson Corporation that the ap- 
plication of subparagraphs (B) to (G), in- 
clusive, is automatic and mandatory, the 
Tax Court recently held, in Schneider Grocery 
Company,” that where a deduction was claimed 
and allowed for flood damage in 1937 under 
Section 23 (f) of the Revenue Act of 1936, 
that deduction was properly disallowed un- 
der subparagraph (E) of Section 711 (b) 
(1), relating to casualty losses. 


Schneider Grocery Company Case 


The importance of the Schneider Grocery 
Company decision lies in the fact that the 
taxpayer, and not the Commissioner, was 
resisting the application of subparagraph 


(E). Normally, the disallowance would 
redound to the advantage of the taxpayer; 


®Subparagraph (A) was repealed by Section 
205, Revenue Act of 1941, for taxable years 
beginning after December 31, 1940. It related 
to adjustment for deduction of federal income 
taxes, 

10 Colson Corporation, supra. Presumably, the 
Commissioner is likewise precluded from stay- 
ing the automatic operation of subparagraphs 
(B) to (G), inclusive. 

[CCH Dec. 16,478] 10 TC —, No. 164 (1948). 


Base Period Adjustments 


here, however, as in Colson Corporation, the 
disallowance would prevent the operation of 
Section 713 (f). While the Schneider Grocery 
Company did not affirmatively seek relief 
under Section 713 (f), whereas the Colson 
Corporation did, the former did attempt to 
show that the amounts deducted in 1937 as 
flood damage were, in whole or in part, 
necessary business expenses not to be dis- 
allowed in determining base period income. 
If that could be shown, then, presumably, 
application of Section 713 (f) would follow 
as a matter of course. Apparently, the grocery 
company failed to prove that the flood dam- 
age was chargeable,.in whole or in part, to 
necessary business expense. Had that fail- 
ure been the sole basis of the Tax Court’s 
decision, there could be no quarrel. What is 
disturbing, however, is the following com- 
ment, constituting the concluding paragraph 
of the opinion: 


“Aside from the fact that the evidence 
falls far short of proving what part, if any, 
of the amount in question might properly 
have been treated in the 1937 return as ordi- 
nary and necessary expenses, the petitioner’s 
contentions are not well founded under the 


-law. The statute requires the disallowance 


not of losses in the nature of casualties but 
of ‘Deductions under section 23 (f)’. We 
pointed that out in Consolidated Motor Lines, 
Inc., 6 T. C. 1066. The amounts there in dis- 
pute were not taken as loss deductions and 
did not come under section 711 (b) (1) (E). 
In the instant case the disputed amount was 
taken and allowed as a deduction under sec- 
tion 23 (f). The statute therefore requires 
its disallowance.” (Italics supplied.) 


If, by what it said, the Tax Court main- 
tains that (aside from the operation of Sec- 
tion 734, relating to inconsistent positions) 
it is never open to a taxpayer or the Com- 
missioner to question the soundness of a 
deduction allowed for the base period, too 
much territory has been unnecessarily cov- 
ered. For example, assume the grocery 
company did prove that the entire amount 
taken as a loss deduction in 1937 was prop- 
erly allowable as business expense. Even 
though the Treasury in 1938 would not have 
suffered at all from such an error, the grocery 
company presumably would be denied relief 
under Section 713 (f) by the operation of 
subparagraph (E) merely because of a for- 
tuitous erroneous classification of deduction 
made when the excess profits tax was three 
years in the offing. Such a result is not at 
all required in the light of the implications 
of the Colson Corporation decision and the 


_ legislative history of Section 711 (b) (1). 
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Subparagraphs (B) to (G), inclusive, are 
predicated on the logical assumption that 
the items mentioned therein, respectively, 
were correctly treated in the base period. 
(Subparagraph (E) limits disallowed deduc- 
tions to those under Section 23 (f) for losses 
arising [not “purporting to arise”] from 
casualty losses. Of course, if no casualty 
loss was taken in the base period when it 
would have been allowable, there is no prob- 
lem; the base period income is the same 
without the “disallowance” of an unclaimed 
deduction as without the deduction itself. 
But if, on the other hand, the taxpayer had 
been erroneously allowed a deduction in the 
base period for a casualty loss, it could in- 
voke Section 734 in order to obtain relief 
under Section 73 (f).) To the extent that 
Section 734 is not brought into operation or 
that any doctrine of estoppel is inappli- 
cable, the taxpayer should be permitted to 
show the true facts insofar as they touch 
upon classification of deductions in base 
period years. To give the taxpayer that per- 
mission might, in a sense, make most of 
Section 711 (b) (1) a “one-way street.” If 
that be so, it should not be startling in view 
of the overtones of the Colson Corporation 
decision as to the intrinsic relief and re- 
medial purposes of Section 711 (b) (1).” 


Types of Adjustments 


In the only decision thus far involving 
a construction of subparagraph (B), which 
relates to capital gains and losses, the Tax 
Court has held ® that where during the base 
period a loss suffered by the taxpayer was 
a capital loss, but under the law applicable 
to the excess profits tax year involved such 
a loss would not be a capital loss, subpara- 
graph (B) is not applicable. It would ap- 
pear, therefore, that in order to make 
subparagraph (B) applicable insofar as the 
disallowance of losses is concerned, the loss 
must be a capital loss both under the law 


2In Southern Textile Machinery Company 
[CCH Dec. 16,372(M)], TC memo. op. (April 
30, 1948), the taxpayer assigned as error the 
mandatory disallowance of a deduction for a 
casualty loss from flood in 1937 under sub- 
paragraph (E); in its brief, however, it con- 
ceded the correctness of such disallowance. 
Here, too, nothing indicated that the deduction 
had been erroneously allowed in 1937 as a 
loss deduction. To the extent that Consolidated 
Motor Lines, Inc., discussed infra, may be said 
to indicate that in all cases one cannot look 
behind the deductions allowed in the base pe- 
riod returns, it is also subject to the same 
criticism as that made in the text with respect 
to Schneider Grocery Company. 

13 Laredo Bridge Company [CCH Dec. 15,196], 
7 TC 17 (1946). 
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applicable to the base period and under the 
law applicable to the excess profits tax year. 
Presumably, the same rule would apply to cap- 
ital gains. 


Similarly, there has been thus far only 
one Tax Court decision under subparagraph 
(C), relating to exclusion of income from 
retirement or discharge of indebtedness. In 
Unique Art Manufacturing Company, Inc..* 
the taxpayer during the base period was in- 
debted to another corporation on certain 
bonds and mortgages. On the open market 
it purchased stock in that other corpora- 
tion, and later transferred the stock to the 
creditor corporation at face value plus pay- 
ment of cash dividends in complete satis- 
faction of its indebtedness. The face value 
of the stock transferred was greater than 
the taxpayer’s cost by some $32,000, which 
amount was reported by the taxpayer as a 
short-term capital gain during the base pe- 
riod. The Tax Court held that the income 
realized was not from the retirement or dis- 
charge of the taxpayer’s bonds and, there- 
fore, should not be eliminated from base 
period income under subparagraph (C). 


Casualty Losses 


The applicability of subparagraph (E), 
relating to casualty losses, has been before 
the Tax Court in.three cases. In W. H. 
Loomis Tale Corporation,” the taxpayer had 
made payments in settlement of employees’ 
claims for compensation and for medical 
and hospital expenses arising from injuries 
received in the course of employment, pur- 
suant to awards of the New York State 
Industrial Board. Consolidated Motor Lines, 
Inc.,* involved expenses incurred by a motor 
freight carrier in connection with revisions of 
schedules as a result of a hurricane, and 
amounts paid out for damages to cargo and in- 
juries to employees. In Schneider Grocery 
Company, the taxpayer had suffered damage 
from flood. In the first two cases the Tax 
Court held the involved items did not constitute 
“casualty” losses under subparagraph (E), 
whereas in the last-named case the decision 
was to the contrary. 


In both W. H. Loomis Tale Corporation 
and Consolidated Motor Lines, Inc., the tax- 
payers were contending for the application 
of subparagraph (E), and were prompted, in 
part, at least, by the fact that under that 
subparagraph the requirement of the so- 
called 125 per cent factor, present under sub- 


44 [CCH Dec. 15,865] 8 TC 1341 (1947). 
1% [CCH Dec. 14,020] 3 TC 1067 (1944). 
%*(CCH Dec. 15,158] 6 TC 1066 (1946). 
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paragraphs (H) and (J), is not present in 
subparagraph (E). The taxpayer in the 
Schneider Grocery Company case, it will be 
remembered, unsuccessfully resisted the ap- 
plication of subparagraph (E) because of 
its adverse affect on the possible use and 
application of Section 713 (f). The frequency 
with which taxpayers will attempt to resist 
the application of an adjustment disallowing 
deductions in determining base period in- 
come will depend upon whether those deduc- 
tions apply to the first half or to the second 
half of the base period, insofar as the ap- 
plication of Section 713 (f) would be in- 
volved. That injects a wholly fortuitous 
element in the course of further litigation of 
the kind carried on in the Schneider Grocery 
Company case. 


Payment of Claims 


Subparagraph (H), relating to payment 
of judgments, claims, awards, etc., has been 
construed in four cases. In W. H. Loomis 
Talc Corporation, the amounts paid in settle- 
ment of employees’ claims for injury suf- 
fered during employment, and in Consolidated 
Motor Lines, Inc., the amounts paid for 
damages to cargo and injuries to em- 
ployees, were considered by the Tax Court 
to be “claims” within the meaning of sub- 
paragraph (H). In R. C. Harvey Company,” 
a payment made by the taxpayer to its for- 
mer purchasing agent to settle his threat- 
ened suit for breach of contract was held 
by the Tax Court to be attributable to a 
“claim” for purposes of subparagraph (H). 
Yet, in Surface Combustion Corporation,® the 
Tax Court held that deductions for expenses 
incurred by a manufacturer of furnaces and 
heating devices for the correction of defects in 
its heaters were not attributable to claims un- 
der subparagraph (H), even though there were 
many bona fide complaints from customers. 


In two recent cases ® the Tax Court has 
indicated, without squarely deciding, that 
“deductions” under subparagraph (J) are 
limited to deductions from gross income in 
computing net income and do not include 


% [CCH Dec. 14,663] 5 TC 431 (1945). 

1% [CCH Dec. 16,051] 9 TC 631 (1947). 

Tovrea Land and Cattle Company [CCH 
Dec. 16,215], 10 TC 90 (1948); EF. B. & A. C. 
Whiting Company [CCH Dec. 16,217], 10 TC 
102 (1948). See also Welch Grape Juice Com- 
pany, supra, wherein it was held that a so- 
called deduction for a loss due to a decline in 
the value of the Canadian dollar, where earn- 
ings from a branch in Canada had originally 
been reported for federal income tax purposes 
in United States dollar amounts, was really a 
correction of an error rather than a class of 
deduction within the scope of subparagraph (J). 
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subtractions from gross sales in determining 
gross income. There seems to be little ques- 
tion that the deductions envisaged by Sec- 
tion 711 (b) (1) are clearly deductions in 
computing net income. 


Classification of Debts—Interest 


Whether a given deduction falls within 
one class or another is, of course, of para- 
mount importance in determining whether 
an adjustment therefor would be properly 
allowable under Section 711 (b) (1). In 
numerous instances the Tax Court has 
expressed its views on the proper interpreta- 
tion and construction of the statutory con- 
cept of “class” of deductions. For example, 
the Tax Court has held that for the purpose 
of subparagraph (J) the term “bad debts” 
did not automatically constitute a single 
class, and that consequently bad debts may 
be broken down in some instances into dif- 
ferent categories.” Thus, a bad debt which 
arises from the ordinary operation of busi- 
ness because accounts receivable go “sour” 
is in a different class from a bad debt which 
arises from the uncollectibility of a debtor 
who is not a customer of the taxpayer.” 


On the other hand, the Tax Court has - 
not permitted separate classification for in- 
terest accrued or paid on loans, regardless 
of the purpose of the loan. It has held 
that interest paid on a loan to retire pre- 
ferred stock may be of the same class as 
interest paid on a loan incurred to cover 
current operations;” and that interest on 
loans from stockholders to cover losses 
during the period when the taxpayer was 
prohibited by local law from operating its 
racing business was not in a separate class.” 


Unemployment compensation payments are 
not to be classified with other deductible 
taxes,“ whereas special school taxes were 
held to be included within the general class 
of property taxes.” Where a taxpayer, en- 
gaged in fabrication and erection of struc- 
tural steel, settled a loss on its investment 
in a building which it had constructed and 





20Green Bay Lumber Company [CCH Dec. 
13,917], 3 TC 824 (1944); Frank H. Fleer Cor- 
poration [CCH Dec. 16,237], 10 TC 191 (1948). 

21 Frank H. Fleer Corporation, supra. 

2 Arrow-Hart & Hegeman Electric Company 
[CCH Dec. 15,517], 7 TC 1350 (1946). 

23 Oaklawn Jockey Club [CCH Dec. 15,806], 8 
TC 1128 (1947). Interest paid by a corporation 
on its installment purchases of its own stock 
was classified as not being in a separate class. 
H, Lissner Company, Inc. [CCH Dec. 16,571(M)], 
TC memo. op. (1948). 

24 Harris Hardwood Company, Inc, [CCH Dec. 
15,737], 8 TC 874 (1947). 

2% Arrow-Hart & Hegeman Electric Company, 
supra; Frank H. Fleer Corporation, supra. 
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on which it had a mechanic’s lien, the loss 
was held to be in a separate class from other 
ordinary losses.” 


The lesson of the cases involving the 
classification of debts is that there is no rule 
of thumb. Each case is to be decided on the 
precise facts and the peculiar circumstances 
of the patricular taxpayer. Such a condition, 
in the main, places a substantial burden on the 
taxpayer in each instance to justify separate 
classification, even though Section 711 (b) (1) 
is designed generally as a relief measure. 


What Is “‘Abnormal’’? 


Tied in with the problem of classification 
is the question of what constitutes an abnor- 
mal deduction. For purposes of adjustments 
under subparagraphs (H), (1), (J) and 
(K), a deduction must be either intrinsically 
abnormal in character for the taxpayer or, 
if otherwise normal for that taxpayer, exces- 
sive in amount as determined under the 
so-called 125 per cent factor. Section 
35.711(b)-2 of Regulations 112 provides that 
“a class of deduction is abnormal only if 
the taxpayer had no deductions of that class 
in the taxable years prescribed for deter- 
mining average deductions.” The basic con- 
cept of that statement was involved squarely 
in City Auto Stamping Company.™ The tax- 
payer in 1933 had paid $300,000 on a judg- 
ment against it in connection with preferred 
withdrawals of deposits from a trust com- 
pany. In 1937 it paid $50,000 in connection 
with the settlement of a suit brought by 
another company involving cancellation of 
a patent license agreement. Contrary to the 
Commissioners’ contention, the Tax Court 
held that the 1937 judgment was abnormal, 
_ as was also the 1933 judgment. Holding in- 
valid the foregoing quoted provision of 
Regulations 112 as applied in this instance, 
the Tax Court stated that two abnormalities 
do not necessarily cause both to become 
normal. (The Commissioner has not yet 
amended his regulations as a result of the 
City Auto Stamping Company case.) 


The Tax Court left unanswered, as, in- 
deed, it had to do, the question as to whether 
frequent repetition of “abnormalities” did 
not destroy the “abnormal” character of the 
events. “Abnormality” presupposes an ele- 
ment of nonrecurrence. Hence, more than 
two “abnormalities” might well cause all to 
become normal, even retrospectively.” 


26 Kansas City Structural Steel Company [CCH 
Dec. 16,128], 9 TC 938 (1947). 


27 [CCH Dec. 15,269] 7 TC 354 (1946). 


22See, however, Frank Shepard Company 
{CCH Dec. 16,126], 9 TC 913 (1947). 
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Subsequent Conduct 


In contrast to the City Auto Stamping 
Company decision is that of the Tax Court in 
Frank Shepard Company.” In the latter case 
the taxpayer, in pensioning two of its em- 
ployees in the year 1938, had adopted a pen- 
sion program for the first time in its corporate 
history. In 1939 it continued to make 
pension payments to the two employees and 
purchased additional annuity policies for 
other employees. Holding that the pre- 
miums and pensions constituted a single 
class of deductions separate and distinct 
from all other classes of deductions, the Tax 
Court considered the 1938 deductions ab- 
normal. The 1939 deductions, however, 
were held to be normal inasmuch as a defi- 
nite course of conduct had already been 
established in the prior year. In determin- 
ing that the 1939 deductions were normal, 
the court analyzed the course of conduct 
continued after 1939, an analysis which was 
severely criticized in a strong dissenting 
opinion by Judge Disney. Inasmuch as the 
Tax Court’s decision is final, the dissenting 
opinion could not, of course, be made the 
basis for any further judicial review. 


There are, of course, limitations on the 
relevancy of a course of conduct occurring 
after an event for the purpose of determin- 
ing whether the event was abnormal. Cer- 
tainly, in any case, the later course of conduct 
must not be too far removed in point of 
time, and must be of a character comparable 
to that involved in the base period year in 
question. Subject to those limitations, sub- 
sequent conduct is not an illogical or irrele- 
vant factor in determining the character of 
prior conduct. 


Examples of Abnormalities 


Two recent decisions of the Tax Court 
point up the scope of the concept of abnor- 
mality. In Mine and Smelter Supply Com- 
pany,” the taxpayer in 1937 had, for the first 
time, issued to its executives and certain 
other important employees a stock bonus 
totaling approximately twenty-eight per cent 
of its outstanding capital stock and having 
a total par value of more than the basic sala- 
ries of such executives and employees. The 
evidence indicated that although the stock 
had been given as a form of compensation 
for past services, the principal purpose of 
the bonus was to give the recipients a pro- 
prietary interest. Under those circum- 


29 Ibid. 
% [CCH Dec. 16,465] 10 TC —, No. 154 (1948). 
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stances, the Tax Court upheld the taxpayer’s 
contention that the stock bonus did consti- 
tute a class distinct from the current ordi- 
nary basic compensation, and that it was 
intrinsically abnormal within the meaning 
of subparagraph (J) (i). 

The taxpayer in Colonial Amustment Com- 
pany™ was not as successful in claiming 
abnormality of officers’ salaries. The company, 
under the assumption that its books and 
records were being kept on the accrual basis, 
accrued certain officers’ salaries on its return 
for 1935. The Commissioner had determined 
however, that the company’s books were 
actually being kept on a cash basis; there- 
fore, he disallowed the deduction for the 
year 1935 but allowed it for the year 1936, 
when the amount of salaries was actually 
paid. For the first time in 1936 the taxpayer 
was required to take a deduction for the 
salaries paid rather than accrued. The Tax 
Court made short shrift, and rightly so, of 
the taxpayer’s contention that such an event 
constituted a deduction of a class abnormal 
within the meaning of subparagraph (J). 


Other examples of typically inherent ab- 
normal deductions as respects particular 
taxpayers are deductions in connection with 
threatened breach of contract,” interest,™ 
bad debts,™ loss * and expenses for correct- 
ing defects in manufactured products.” 


A loss is not necessarily abnormal just be- 
cause the precise reason for the boss has not 
previously occurred. Thus, a loss on an en- 
tire shipment of meat due to a breach of 
warranty by the processor furnishing the 
meat to the taxpayer was not considered 
abnormal for the taxpayer where it was 
shown that in the past the taxpayer had 
made frequent price adjustments to its 
customers for many other reasons.” 


Meaning of ‘‘Consequence”’ 


Subparagraph (K), containing ° so-called 
negative requirements, constitutes a serious 
hurdle to relief under Section 711 (b)(1). 
The key word in subdivision (ii) is “conse- 
quence.” In several decisions already referred 
to, the Tax Court has had to admonish the 


Commissioner that abnormality, whether in-. 


trinsic in character or due to an excess under 


3 [CCH Dec. 16,499] 11 TC —, No. 8 (1948). 

“2 R.C. Harvey Company, supra. 

3 Arrow-Hart & Hegeman Electric Company, 
supra; Oaklawn Jockey Club, supra. 

% Green Bay Lumber Company, supra. 

% Kansas City Structural Steel Company, 
supra, . 

% Surface Combustion Corporation, supra; 
Moloney Electric Company [CCH Dec. 16,201 
(M)], 6 TCM 1347 (1947). 

* Tovrea Land & Cattle Company, supra, 
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the 125 per cent rule, cannot be a “conse- 
quence” unless it follows in point of time 
either an increase in gro$s income, a de- 
crease in the amount of some other deduc- 
tion or a change in type, manner of operation, 
size or condition of the taxpayer’s business. 
In O. Hommel Company® the taxpayer had 
accrued an abnormality in bad debts because 
of an excess under subdivision: (ii) of sub- 
paragraph (J). The bad debt was due to a 
loss from an account with one customer that 
had gone bankrupt. Pointing out that the 
abnormality was a single item of loss due to 
the failure of one of many customers, the 
Tax Court held that such abnormality was 
not a “consequence” of an increase in the 
taxpayer’s gross income, even though there 
was in fact an increase of gross income in 
the year in which the account had gone bad 
because of bankruptcy. 


In R. C. Harvey Company, supra, involv- 
ing payment in settlement of a threatened 
suit for breach of contract, the Tax Court 
pointed out that even though the taxpayer 
was relieved from paying other commis- 
sions by virtue of the settlement, the reduc- 
tion in the amount of commissions had 
occurred after the payment, and the pay- 
ment was not in fact a “consequence” of the 
reduction. 


Loss as Cause 


Where the Laredo Bridge Company® 
suffered a loss resulting from the Mexican 
Government’s condemnation of an interna- 
tional bridge, the majority of the Tax Court 
held that the loss was not a consequence of 
the change in business resulting from the 
condemnation, but was itself a cause of the 
change in the size of the business. Further- 
more, in Pacific Gas and Electric Company,” 
an abnormality in a bad debt deduction at- 
tributable to loans made in connection with 
the 1939 San Francisco Exposition was held 
not to be a “consequence” of an increase in 
gross income, even though the loans them- 
selves may have contributed to an increase 
in business.- Finally, in Arrow-Hart & Hege- 
man Electric Company," deductions for inter- 
est paid on the taxpayer’s note evidencing 
a loan to purchase outstanding preferred 
stock were held to be the consequence of the 
issuance of the note by the taxpayer, and 
not the “consequence” of any change in the 
business. Moreover, the change in the capi- 
tal structure (i.e., retirement of preferred 





33 [CCH Dec. 15,624] 8 TC 383 (1947). 
% Supra, footnote 13. 
# [CCH Dec. 15,469] 7 TC 1142 (1946). 
41 Supra, footnote 22. 


stock) was a result of the application of the 
proceeds of the loan, and not the reverse. 


Other Limiting Factors 


Allied to the decisions of the Tax Court 
on the meaning of “consequence” are its sev- 
eral decisions relating to the other limiting 
factors in subdivision (ii) of subparagraph 
(K). A bonus paid to an officer following 
an increase in the taxpayer’s income was 
held in American Paper Specialty Manufac- 
turing Company,” to be a fatal consequence, 
whereas in Mine and Smelter Supply Com- 
pany, supra, no such relationship was found 
where a substantial stock bonus was given 
to the executives and other important em- 
ployees. In Pacific Gas and Electric Com- 
pany, supra, bad debt deductions based on 
accounts receivable of a subsidiary which 
was later dissolved were held to be a “con- 
sequence” of the change in the manner of 
operation of the business. (Compare Frank 
H. Fleer Corporation, supra, and Mine and 
Smelter Supply Company, supra.) Similarly, 
in Wentworth Manufacturing Company,“ em- 
ployment of inspectors and measurers in the 
manufacturing of dresses was considered to 
be a change in operation; and in Surface 
Combustion Corporation, supra, expenditures 
made in efforts to solve corrosion problems 
arising in experimental stages of air-con- 
ditioning equipment were deemed to have 
been incurred in a change in the type of 
business.“ 


On the other hand, deductions for expendi- 
tures incurred by the taxpayer in the Frank 
Shepard Company case, supra, in establishing 
its pension arrangements, were held not to 
be the result or consequence of any of the 
factors mentioned in subdivision (ii) of sub- 

‘paragraph (K). Likewise, salaries paid in 
the form of reducing compensation to em- 
ployees who were no longer capable of 
working full time were held not to be the 
consequence of any of such factors. Also, 
special school taxes increased by virtue of a 
rise in tax rate and an increase in the as- 
sessed value of property were deemed not 
the result or consequence of any factor in 
subdivision (ii). Further, advertising ex- 
penses to maintain sales in a price-cutting 


42 [CCH Dec. 15,942] 9 TC 166 (1947). 

#8 [CCH Dec. 15.178] 6 TC 1201 (1946). 

“Cf. Moloney Electric Company, supra. See 
North Carolina Equipment Company [CCH Dec. 
14,603(M)], 4 TCM 582 (1945), involving tem- 
porary change in handling farm equipment; 
E. B. & A. C. Whiting Company, supra; Frank 
H. Fleer Corporation, supra. 

* Arrow-Hart & Hegeman Electric Company. 
supra. 

Ibid. 
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campaign inaugurated by competitors were 
held not to be the result or consequence of 
any factor contained in subdivision (ii) of 
subparagraph (K).“ 


Extent of Proof 


In 1944, in the case of William Leveen Cor- 
poration,* the Tax Court indicated that proof 
of the right to an adjustment under sub- 
paragraphs (H), (I) and (J) could be a 
most difficult task for the taxpayer. That 
task is inherently difficult because the tax- 
payer must establish a negative. Regard- 
less, however, of the difficulty experienced 
by the taxpayer in making proof, the Tax 
Court has taken the position that it may not 
abate by “softening constructions” the rigors 
of such proof. Although there is some merit 
in the argument that at the present time the 
Tax Court has slightly relaxed the rigors of 
that proof,” no well-advised taxpayer would 
take for granted that it has an easy task in 
satisfying the requirements of subpara- 
graph (K). 

Typical of the situations in which tax- 
payers have come to grief because of failure 
to make adequate proof are the following 
cases: In Jron Fireman Manufacturing Com- 
pany,” the taxpayer failed to secure relief 
because it did not show definitely that some 
part of the excess replacement expenditures 
for new stoker models was not a conse- 
quence of an increase in gross income. In 
Horton & Converse™ the taxpayer likewise 
failed to obtain relief because it fell short 
of its burden of demonstrating that the in- 
crease in declared-value excess profits tax 
was not the consequence of an increase in 
gross income. Also, in Harris Hardwood 
Company,” where the taxpayer failed to pro- 
duce affirmative proof that abnormal interest 
deductions incurred on amounts for carrying 
on business were not the result of an in- 
crease in gross income, the interest deductions 
were not disallowed under subparagraph (J). 


Although it is up to the taxpayer to prove 
unequivocally its right to relief under Sec- 
tion 711 (b) (1), the Commissioner, too, has 
a burden of proof. In Pepsi Cola Company," 


. % Welch Grape Juice Company, supra. 

48 [CCH Dec, 13,848] 3 TC 593. 

4 Bierman, ‘‘Eighteen Months of Excess Prof- 
its Tax Developments,’’ 86 Journal of Account- 
ancy 138, 143 (1948). 

50 [CCH Dec. 14.679] 5 TC 452 (1945). 

51 [CCH Dec. 15.638] 8 TC 487 (1947); Souwth- 
ern Textile Machinery Company, supra. 

52 Supra, footnote 24. See also Colonial Amuse- 
ment Company, supra; Mine and Smelter Sup- - 
ply Company, supra. 

583 [CCH Dec. 14,592] 5 TC 190 (1945); aff'd 
on other grounds [46-1 ustc {| 5903] 155 F. (2d) 
921 (CCA-2, 1946). 
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the taxpayer charged off various bad debts 
allowed as deductions on the audit of its 
1939 return. In a deficiency notice covering 
a short taxable period in 1941, the Commis- 
sioner restored to income bad debts which 
had been charged off in 1939. By an amended 
answer, however, the Commissioner claimed 
that the restoration to income was errone- 
ous, on the ground that the taxpayer had 
not established the increase in 1939 bad 
debts to have been a consequence of any 
one or more of the factors enumerated in 
subdivision (ii) of subparagraph (K). After 
referring to the fact that concededly the 
burden is generally on the taxpayer to prove 
its right to relief, the Tax Court, never- 
theless, held that where the Commissioner 
has had an opportunity to study the full 
information given him by the taxpayer in 
connection with the original notice of defi- 
ciency, he cannot shift the procedural burden 
imposed upon him by the mere filing of an 
amended answer. The presumptive correct- 
ness of his original determination was not 
overcome; hence, the restoration to income 
for 1939 was sustained by the Tax Court. 


Tax Court Jurisdiction 


The jurisdiction of the Tax Court to hear 
a case under any subparagraph of Section 
711 (b) (1) does not, as in cases arising 
under Section 722, depend upon the filing 
and rejection of a refund claim after pay- 
ment of tax.* The taxpayer has the right 
to be heard by the Tax Court if he receives 
from the Commissioner merely a statutory 
notice of deficiency for the excess profits 
tax year or years involved.* The taxpayer 
may, of course, by an ordinary refund claim, 
raise the question of an abnormality in base 
period income under any subparagraph of 
Section 711 (b) (1), after he has paid the 
tax or taxes for the excess profits tax year 
or years involved. In that event, if the 





“FE. B. & A. C. Whiting Company, supra. 
For cases involving Section 722, see Ideal Pack- 
ing Company [CCH Dec. 16,012], 9 TC 346 (1947); 
Pohatcong Hosiery Mills, Inc. v. Commissioner 
[47-1 ustc $5910], 162 F. (2d) 146 (CCA-3, 
1947). The Tax Court has held that its juris- 
diction in cases arising under Section 721 does 
not depend upon the filing and rejection of a 
refund claim after payment of tax. Sommer- 
feld Machine Company [CCH Dec. 16,511], 11 
TC —, No. 12 (1948). 

5 Section 272 as made applicable by Section 
729. E. B. € A. C. Whiting Company, supra. 
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issue arises under any one of the subpara- 
graphs (B) to (G), inclusive, the Tax Court 
has no jurisdiction (unless a statutory no- 
tice of deficiency has been sent) since it 
does not have general jurisdiction to review 
rejections of refund claims. Further litiga- 
tion would have to be conducted either in 
the District Court or in the Court of Claims, 
with further judicial review as in the case 
of refund suits generally. If, however, the 
issue arises under any one of the subpara- 
graphs (H), (1), (J) or (K), the Tax Court 
does have jurisdiction, as indicated; but the 
taxpayer’s ticket of admission to the Tax 
Court is a statutory notice of the Commis- 
sioner’s disallowance of the taxpayer’s con- 
tentions for relief under any one of these 
subparagraphs.* 


Judicial Review 


The Tax Court is the only body which 
has authority to review the Commissioner’s 
determination of any issue arising solely 
under subparagraphs (H), (1), (J) and (K) 
of Section 711 (b) (1), whether the issue 
arises by way of a refund claim or statu- 
tory notice of deficiency. In that regard, 
‘tthe finality of its decisions is the same as 
the finality of its decisions either under 
Section 721 or Section 722," except that 
under Section 711 (b) (1) there is no review 
by a special division of the Tax Court.™ 


A decision of the Tax Court on any 
question arising under subparagraphs (B) 
to (G), inclusive, however, is not final and, 
like all other reviewable decisions of the 
Tax Court, is subject to further judicial 
review. A question arising under any one 
of these subparagraphs could reach the Tax 
Court only by way of a statutory notice of 
deficiency. It is not yet certain whether, 
if the taxpayer claims an adjustment under 
subparagraph (E), relating to casualty, de- 
molition and similar losses, but the Tax 
Court holds the adjustment proper, for ex- 
ample, under subparagraph (H), relating to 
payment of judgments,” judicial review of 
such decision would be allowed or denied.” 

[The End] 





56 Section 732 (a). 

57 Section 732 (c). 

58 Section 732 (d). 

59 Consolidated Motor Lines, Inc., supra. 

6 Gutkin and Beck. ‘‘Jurisdiction in Excess 
Profits Tax Abnormality Cases,’’ TAXES—The 
Tax Magazine, September, 1947, pp. 822, 830. 


RECOUPMENT—DEAD OR ALIVE 


RECOUPMENT IS FOUNDED ON PRINCIPLES OF AVOIDING CIRCUITY 
OF ACTION AND MULTIPLICITY OF SUITS AND DOING COMPLETE 
JUSTICE IN A SINGLE ADJUDICATION 


‘N SO FAR as the statutes of limitations 
act as a barrier to those who simply 
fail to exercise their rights or remedies 
within due time, the considerations of re- 
pose in taxation do not differ from those in 
other fields. 


But in the field of federal taxation, par- 
ticularly income taxation, the rigidity of the 
statutes of limitations does deserve a special 
consideration, which, for the sake of justice, 
may cause such statutes to be more readily 
overridden. The income tax is computed 
on either a fiscal or a calendar year. The 
tax becomes due on a certain date in rela- 
tion to this annual period, and the statutes 
of limitations begin to run on that date. 
Yet there is a myriad of transactions out 
of which it is certain income does arise or 
because of which it is certain.a deduction 
should be taken, but as to which the time of 

‘the receipt of such income or the determi- 
nation of the deduction is highly debatable. 
Thus, more is involved than the question of 
mere slothfulness or failure to assert rights. 

Honest differences of opinion as to the 
correct time to take deductions, accruals, 
etc., may result in inconsistencies when in 
later years, after the statutory period has 
run, an opposing party takes a different 
or inconsistent view of the transaction which 
occurred at a time now beyond the statu- 
tory period required for repose. Basis ques- 
tions, accruals, options, the nature of stock 
dividends, installment obligations and tenure 
for capital gain or loss should be sufficiently 


By DAVID M. McCONNELL 


suggestive examples. A taxpayer may pay 
his income tax in one year under an honest 
mistake; the statutory period for filing re- 
fund claims may pass; and then, under an- 
other theory, the government may assert 
that the income from the same transaction 
is taxable in another year and is not barred 
by the statute, and assess the tax accordingly. 


On the opposite side, a taxpayer may take 
a deduction in one year, let the statutory 
period run and then take the same deduc- 
tion in a later year on the same transaction 
under a theory then currently legal and proper. 


Statutory Timeliness 


With the filing of briefs in the Electric 
Storage Battery case* the conflict over the 
statutory-timeliness factor in adjustment of 
stale tax issues was laid bare. The govern- 
ment in its brief argued: “The system of 
corrective justice in respect of the assess- 
ment and collection of erroneous or illegal 
taxes requires that all claims for the refund- 
ing or crediting of any internal revenue tax 


1 Rothensies v. Electric Storage Battery Com- 
pany [47-1 ustc {§ 9106], 329 U. S. 296 (1946); 
rev’g [45-2 ustc { 9456] 152 F. (2d) 521 (CCA-3., 
1945). The District Court ([442 ustc { 9494] 
57 F. Supp. 731) gave judgment for the tax- 
payer. In the Supreme Court, Mr. Justice Jack- 
son delivered the opinion for the majority. Mr. 
Justice Murphy was of the opinion, in which 
Mr. Justice Black and Mr. Justice Rutledge 
joined, that the judgment below should have 
been affirmed. 


Acknowledgment is gratefully made for the case research and assistance 
of Paul Eckhoff, senior at Duke University Law School 
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Mr. McConnell, attorney at law, Charlotte, 
North Carolina, formerly was Special Attor- 
ney, Office of Chief Counsel, Bureau of 


alleged to have been erroneously assessed 
or collected be presented to the Commis- 
sioner of Internal Revenue within a pre- 
scribed period of time and prohibits the 
refunding or crediting of such taxes or the 
bringing of suit therefor unless claim is filed 
within the period prescribed.” ? 


The Electric Storage Battery Company 
answered the government’s claim with this 
homely thought: “You cannot make me 
pay you money as taxes on the moneys 
you have disgorged when you still hold 
other moneys of mine (in a larger sum than 
the proposed tax) which you illegally ex- 
acted in the same manner as the money 
you have repaid but which I cannot compel 
you to disgorge at this late date. The least 
you can do is to use the rest of my money, 
to satisfy your claim for taxes on what I 
have made you pay back.”? 


Foundation of Doctrine 


The issue thus drawn presented the equi- 
table doctrine of recoupment and called for 
a further scrutiny of its roots in the common 
law. Recoupment is used defensively, in 
opposition to the statute of limitations, to 
prevent unfairness. The doctrine is founded 
on principles of avoiding circuity of action 
and multiplicity of suits and doing complete 
justice in a single adjudication. It is a 
product of judicial action, and in this respect 
differs from other remedies of statutory 
origin. Recoupment is confined to matters 
arising out of the transaction on which the 
claimant’s action is grounded—it goes to 
the existence of the claim and advances an 
equitable reason for reduction of that claim.‘ 


* Brief for the Petitioner, pp. 7-8. 

3 Brief for Respondent, p. 6. 

*See David M. McConnell, ‘‘The Doctrine of 
Recoupment in Federal Taxation,’’ 28 Virginia 
Law Review 577, for development of historical 


Precedent and common-law background of the 
doctrine. 


Recoupment 


Internal Revenue 


4 


Let us examine the application of the doc- 
trine in the Electric Storage Battery case. 

For twelve years the Electric Storage 
Battery Company paid a federal excise tax 
on storage batteries in the mistaken belief 
that they fell within the purview of auto- 
mobile accessories. In 1931 the company 
brought suit’ and obtained a refund, with 
interest, of over a million dollars for the 
years 1922-1926. The government treated 
this refund as income for 1935; and the tax- 
payer brought another suit to recover in- 
come and excess profits taxes assessed and 
paid on the refund, on the grounds that the 
refund was not income, and that if it were, 
the company should be permitted to recoup 
other excise taxes erroneously paid between 
1919 and 1922. 

The Supreme Court held that the refund 
of excise taxes was properly treated as in- 
come—that the excise taxes erroneously 
paid between 1919 and 1922, being barred 
by the statute of limitations, could not be 
recouped in this proceeding against the in- 
come tax liability for 1935. 


Recoupment—Where Is It Now? 


The apparent effect of the principal case 
on the doctrine of recoupment is to narrow 
the concept of the “single transaction.” To 
understand how the single transaction gov- 
erns recoupment, let us first examine the 
requirements for application of the doctrine. 


(1) Since recoupment is in the nature of 
an equitable defense,® though maintained at 


5 Hlectric Storage Battery Company v. Mc- 
Cawghn [1931 CCH { 9292], 52 F. (2d) 205 
(CCA-3, 1931). -The first payment of excise tax 
was made by the company in 1919 under 
protest. 

6 Bull v. U. S. [35-1 ustc { 9346], 295 U. S. 
247 (1935); cited with approval in the prin- 
cipal case. The idea of the doctrine as a de- 
fense is interesting because the doctrine was 
advocated here by the plaintiff—who considered 
himself as being sued by the government! 
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law, it follows that the taxpayer must have 
exhausted his statutory remedies for miti- 
gation of statutes of repose. 


(2) The fact situation may be such that 
a refund due the taxpayer is barred by the 
statute of limitations accompanied by a 
present deficiency due the government; or 
since the doctrine may be used either by 
the taxpayer or by the government, there 
may be a deficiency due the government, 
barred by the statute of limitations, and a 
present refund due the taxpayer. In either 
event, the main action or claim must be 
timely.’ 


(3) The chief requirement is that the de- 
ficiency and alleged credit arise out of the 
same transaction. The claim must be related 
to the same transaction or circumstances 
that gave rise to the claim by the govern- 
ment. The plaintiff’s claim and the defend- 
ant’s claim in reduction thereof must be 
susceptible of adjustment in one adjudi- 
cation. In this regard, the Electric Battery 
case cited only two cases, Bull v. U. S32 and 
Stone v. White? as satisfactory applications 
of recoupment by the Supreme Court. 


“In both [cases], the single transaction 
or taxable event had been subjected to two 
taxes on inconsistent legal theories, and 
what was mistakenly paid was recouped 
against what was correctly due. In Bull v. 
U. S., the one taxable event was receipt by 
executors of a sum of money. An effort was 
made to tax it twice—once under the Income 
Tax Act as income to the estate after the 
decedent’s death and once under the Estate 
Tax Act as part of decedent’s gross estate. ... 


“In Stone v. White likewise, both the claim 
and recoupment involved a single taxable 
event, which was receipt by an estate of 
income for a period. The trustees had paid 
the income tax on it but this Court held 
it was taxable to the beneficiary. Assess- 
ment against the beneficiary had meanwhile 
become barred. Then the trustees sued for 
a refund, which would inure to the bene- 
ficiary. The Court treated the transaction 
as a whole and allowed recoupment of the 
tax which the beneficiary should have paid 
against the tax the Government should not 
have collected from the trustees.” 


Note that in both the Bull and the Stone 
cases a tax was due the government—the 
application of law was merely erroneous. 


7 Ibid. 

8 Ibid. 

® [37-1 ustc J 9303] 301 U. S. 532 (1937); aff’g 
[35-2 ustc f 9412] 78 F. (2d) 136. 
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In the principal case the tax paid had no 
foundation in law.” 


Classification of Claims 


Recoupment has been introduced into a 
variety of suits in lower federal courts. 
These claims may be classified by the degree 
of the affinity of the “event” to the single- 
transaction concept. “Event” is here taken 
to mean a determination, by the taxpayer 
or the government, and payment of a tax 
liability with reference to a sum of money. 


(1) Occurrence of the single event in one 
year: A sum of money is received and a tax 
is owing to the government on one theory 
—but paid on another theory in a following 
year. Suit is brought to recover the tax 
erroneously paid in the latter year. Assess- 
ment of the tax due in the former year is 
barred by the statute of limitations. Trusts 
and estates are particularly susceptible to 
this fact classification. For example, a 
trustee receives a sum of money on which 
an income tax is due—either from the trustee 
or from the beneficiary. A similar case arises 
when an executor receives a sum of money 
on which an income tax is due, or on which 
a gift tax has been paid, or which is subject 
to the estate tax. 


Fact situations illustrative of the occur- 
rence of the single event in one year are 
Stone v. White Bull v. U. S.," Lit et al. v. 
U. S.™ First National Bank of Birmingham 
et al. v. U. S™ and Dunigan v. U. S.* 


(2) Occurrence of related events in two dif- 
ferent tax years: The occurrence of a trans- 
action (sale, merger or purchase) in one 
year ends a problem of taxability (basis, 
gain or loss). A subsequent transaction in 
a later year with respect to the same prop- 
erty creates a second and related problem 
of taxability (basis, gain or loss): 


Cases illustrative of related events are 
Crosset Lumber Company et al. v. U. S.* and 
Longyear Realty Corporation v. Kavanaugh. 


10 Flectric Storage Battery Company v. Mc- 
Caughn, supra, footnote 5. 

1 Supra, footnote 9. 

12 [1934 CCH { 9204] 6 F. Supp. 141; 
supra, footnote 6. 

13 [37-1 ustc § 9142] 18 F. Supp. 435 (DC Pa., 
1937). 


44 [35-2 ustc f 9555] 12 F. Supp. 301 (DC Ala., 
1935). 


15 [38-2 ustc § 9338] 23 F. Supp. 467 (Ct. Cls., 
1938). 

16 [37-1 ustc § 9116] 87 F. 
1937). 


17 [46-2 ustc § 9317] 156 F. (2d) 463 (CCA4, 
1946). 


rev'd 


(2d) 930 (CCA8, 
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(3) Repetition of the event over a period 
of several years: By virtue of a single mis- 
interpretation of the law, an erroneous pay- 
ment of taxes is made in successive years. 
Payment in any one year has no effect tax- 
wise on other years. For example: the tax- 
payer fails to take a deduction, such as for 
depreciation; the cost of goods sold is under- 
valued; erroneous payments of excise taxes 
are made. See the decision of the Third 
Circuit in Electric Storage Battery Company 
v. Rothensies * and that of the Second Circuit 
in Central Hanover Bank and Trust Company 
v, U. S” as illustrations of fact situations 
involving this final degree of least affinity 
to the single transaction. 


Some Final Reflections 


The Electric Storage Battery decision is an 
unfortunate case for development of recoup- 
ment because of the extreme number of years 
involved (twelve in all). Thus, the Su- 





18 Supra, footnote 1. 

1% [47-2 ustc { 9334] 163 F. (2d) 60 (1947). 

2 But the mere fact that different tax years 
are involved will not cause the single-transac- 
tion concept to be disregarded. See Louisville 


Three states—California, Louisiana and Washington—are involved in the 


preme Court felt compelled to adopt a strict 
interpretation of the doctrine for reasons of 
policy. There must come a day of final 
settlement ™ to facilitate both fair and prac- 
tical administration of the law. 


New restrictions on the doctrine merely 
emphasize the old: to constitute a single 
transaction, the total elapsed time must 
occupy but a few years; the “event” should fall 
preferably within the first two classifications, 
supra; and the main action must be timely. 


The fact remains, however, that in many 
cases in which statutes of limitations work 
an injustice, the tool of recoupment still lies 
handy on the workman’s bench. . + 


[The End] 


Trust Company v. Glenn [46-2 ustc { 9378], 66 
F. Supp. 872 (DC Ky., 1946). J. Miller: ‘‘Since 
different tax years are involved it is claimed 
that the defense of recoupment as allowed in 
Bull v. U. 8. is not applicable. I do not agree 
with the Government in this contention.”’ 

21 A counter argument can be made: statutes 
of limitation in federal taxation deserve occa- 
sional relaxing because of the administrative 
method by which we must pay taxes and think 
it over later; the burden (of proof) always lies 
on the taxpayer, and he rates a break when 
equity is on his side. 

















MUNICIPAL TAX DEVELOPMENTS 


currently reported municipal tax developments. 


Sonora have joined the large group of cities in that state which impose a tax on 
sales of tangible personal property. Tax collections, at the rate of one half of 


one per cent, were begun on October 1 in each city. 


The recent special session of the Louisiana Legislature passed, and the 


In California, the cities of Banning, King, Modesto, Orange, Porterville and | 


Recoupment 


agazine 


Governor approved, a law amending the New Orleans Charter by granting that 
city the power to increase its sales tax levy one per cent. This power is restricted, 
however, by a provision which specifies that it cannot be exercised until the 
approval of the electorate is obtained. If the people do approve this measure, 
the New Orleans rate will again become two per cent, the same as it was before 
the Charter amendment passed by this year’s regular session which cut it to 
one per cent. The measure is to be voted upon at the election to be held November 2. 


The Washington cities of Aberdeen and Hoquiam have enacted occupation 
gross income tax measures. Both laws cover wholesalers and retailers and are 
based on gross proceeds of sales. The Aberdeen tax rate, however, is a flat 
one tenth of one per cent, while the Hoquiam fee ranges from fifteen dollars to five 
thousand dollars per year, depending on the amount of the gross proceeds. 













DEATH DUTIES IN 
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BRITAIN 
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SCHOOL OF ECONOMICS, DR. BARNA IS AUTHOR OF 


REDISTRIBUTION OF INCOMES THROUGH PUBLIC FINANCE 


N ALL COUNTRIES which reach a 

certain stage of development, inheritance 
of property is dependent on certain legal 
formalities. Some account must be taken of 
the property of the deceased person, and this 
offers a convenient opportunity for the state 
to levy taxes on that property. It is, there- 
fore, not surprising that various forms of 
death duties have existed for a very long 
time'in most countries. But only in recent 
times did these taxes become substantial, 
helping to pay for the expenses of the 
modern state and at the same time con- 
tributing to the achievement of certain aims 
of social and economic policy. 


In Britain, of a number of different death 
duties existing in the past, only three have 
been in force since 1914. The estate duty, 
which is by far the most important, is pay- 
able by the “estate,” without regard to its 
destination. The legacy duty and succession 
duty are payable by beneficiaries in con- 
nection with the acquisition of property. 
The legacy duty is levied on personalty 
(movable property and money inherited) 
and the succession duty on realty (im- 
movable property); for practical purposes, 
they can be taken as one duty. 


Legacy and succession duties are paid 
on the inheritance (after the deduction of 
estate duty) according to the relationship 
of the beneficiary to the legator. At present, 
husband, wife, lineal descendants or ances- 
tors pay two per cent; brother, sister or 
their descendants, ten per cent; charities, 
ten per cent; and any other beneficiaries, 
twenty per cent. These rates were intro- 
duced in 1947; for a long time previously 
the rates of duty were half of those now 
in force, but were the same for charities. 
No duty is paid on bequests from estates 
less than £2,000 ($8,000) in value; widows 
or children inherit £2,000 ($8,000) exempt 
from duty in any case; and all bequests of 
less than £100 ($400) are also free of duty. 


The British estate duty is a highly pro- 
gressive tax, graduated according to the 
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. value of the estate. 


It was introduced in 
1894 at comparatively low rates; since then 
it has been successively increased to its 
present rates. Estates under £100 ($400) 
net value were exempt. In the years before 
1914, the rates ran from one per cent to 
fifteen per cent, the maximum being reached 
on estates over £1,000,000 ($4,000,000). In 
1914, the maximum was raised to twenty 
per cent. In 1919, another rise occurred, 
and the duty reached forty per cent on 
estates over £2,000,000 ($8,000,000). In 
1930, the tax went up to fifty per cent; in 
April, 1939, to fifty-five per cent; in Sep- 
tember, 1939, to sixty per cent; and in July, 
1940, to sixty-five per cent. 


The existing rates of duty were intro- 
duced in 1946. Circumstances have changed 
a great deal since 1894. The value of money 
has greatly diminished, Also, especially as 
a result of saving during World War II, 
large numbers of people possessed small 
estates through owning their houses, etc. 
On the other hand, these small estates, on 
which the duty was only one or two per 
cent, did not bring in much revenue. Conse- 
quently, estates under £2,000 ($8,000) were 
exempted. On medium-sized estates the 
duty was made somewhat lighter, and on 
larger estates it was made even more steeply 
progressive. Today, one per cent is paid at 
£2,000 ($8,000); then the duty gradually 
rises to six per cent at £10,000 ($40,000), 
twelve per cent at £20,000 ($80,000), 
twenty-four per cent at £50,000 ($200,000), 
thirty-five per cent at £100,000 ($400,000), 
fifty per cent at £250,000 ($1,000,000), 
seventy per cent at £1,000,000 ($4,000,000) 
and seventy-five per cent at £2,000,00 
($8,000,000). 


Prosperous Years 


In fairly prosperous years before World 
War II, estate duty brought in about 
£80,000,000 ($320,000,000), and legacy and 
succession duties another £9,000,000 
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($36,000,000). With the changed level of 
prices, and at the present rates of duty, 
current receipts are about £160,000,000 
($640,000,000) annually, with approximately 
£140,000,000 ($560,000,000) from estate 
duties and £20,000,000 ($80,000,000) from 
legacy and succession duties. 

The interesting information obtained 
through the administration of the tax makes 
it possible to estimate the size of the 
national capital and its distribution among 
persons. It can be estimated that in 1937 
less than one per cent of the population 
possessed about forty per cent of all capital 
in personal ownership—a proportion which 
shows a high degree of inequality (though not 
necessarily higher than in other countries) in 
the distribution of capital These persons 
paid eighty-five per cent of all estate duties. 


The social importance of the existing 
death duties lies in the fact that they tend 
to bring about a greater equality in the 
distribution of property through gradual 
change. High rates of duty have not been 
in operation long enough to have definite 
results. But it is quite clear that the aver- 
age rich family cannot pay income tax and 
surtax at present rates, as well as death 
duties in each generation, out of income; 
they must sell some of their property to 
those who are less rich. 


The same aims, of course, ‘could be 
achieved by a higher income tax on income 
from property or an annual tax on capital. 
In most countries, income tax on income 
from property is levied at higher rates than 
those imposed on incomes from work. But 
for practical reasons, it is impossible to raise 
income tax to prohibitive levels, while it is 
possible to put an annual capital tax of, say, 
five per cent, on property which does not 
yield more than four per cent income. 
Therefore, taxes on capital are necessary 
if the government wants to differentiate 
heavily in favor of income from work as 
against income from property. 


Uncertainty of Death 


Theoretically, death duties can be con- 
verted into an equivalent tax on capital, 
payable annually. But in practice death 


duties are preferable to an annual tax on 
capital. The annual tax may be highly 
detrimental to the willingness to save money. 
Death duties are detrimental to a far less 
extent because they are payable at an uncer- 
tain date; since people do not know how long 
they will live, they are not inclined to spend all 
their capital. More important than that are 
the cheapness and efficiency of administering 
death duties, in comparison with the diffi- 
culty and expense of an annual valuation of 
everybody’s property. Under the present 
system, the British tax collector can con- 
centrate on about 50,000 estates annually. 

Evasion of the duty is difficult since 
real estate, government bonds or shares in 
companies are generally registered in the 
name of the owner, and rich persons keep 
most of their capital in this form. More 
serious is the fact that property can be 
given away during the lifetime of the owner 
without his paying the tax. There is no tax 
on gifts, apart from stamp duties on the 
transfer of property. Consequently, it has 
become customary for rich people, when 
they are growing old, to give their estates 
to their children. This deprives the state of 
revenue and defeats some of the social aims 
of the tax. Duty is payable, however, if the 
donor dies within five years from the time 
the gift was made (one year in the case of 
charities). Until 1946, this time limit was 
three years. 

To remedy this situation, a progressive 
tax on gifts between living persons was 
suggested. This tax, as well as the tax on 
bequests, was to be graduated according 
to the wealth of the beneficiary and not 
according to the wealth of the legator. 
Such a tax has been considered, but it was 
thought that its administration would be 
difficult. 

It has also been suggested that the gradu- 
ation of the duty should take into account 
not only the size of the estate but also the 
number of times the same property has 
been inherited. The son would pay at a 
certain rate when he inherited from the 
father, and the grandson at a higher rate 
when he inherited from the son. This 
scheme (the Rignano scheme) arranges: for 
the entire confiscation of the estate after 
three or four generations. [The End] 
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Valid Family Partnership. Where a wife’s 
services are vital to a business venture, the 
fact that her husband enjoys full adminis- 
trative powers does not vitiate their part- 
nership for tax purposes. Paul L. Kuzmick 


[CCH Dec. 16,579], 11 TC —, No. 40. 


Partnership Income. Reportable partner- 
ship income paid to the individual partners 
may not be revised retroactively to reduce 
the distributable income of the partnership. 
Ruben Simon [CCH Dec. 16,557], 11 TC —, 
No. 34. 


Repayment of Excessive Bonus. The re- 
payment of part of a bonus to an employer 
in a year later than the year the employee 
received it, necessitated by a belated discov- 
ery of an incorrect computation, is an allow- 
able deduction in the year of the repayment. 
The full bonus, though later found to be 
incorrect, is fully taxable when received be- 
cause the employee had a claim of right to 
it at the time. C. Henry Haberkorn III et 
ux. v. U. S. [48-2 ustc J 9368], 78 F. Supp. 
192 (DC Mich.). 


Separation Agreement Not Decree. Pay- 
ments made to an estranged wife under a 
separation agreement but not under a court 
decree are not deductible. Alfred Terrell 
[CCH Dec. 16,570(M)], TC memo. op. 


Legal Fees Deductible for Protection of 
Transferee. A transferee taxpayer may de- 
duct as an ordinary and necessary expense 
legal fees to protect it against demands 
made on its predecessor, though the former 
is secondarily liable for the tax obligation. 
National Association of Schools and Pub- 
lishers, Inc. [CCH Dec. 16,586(M)], TC 


memo. op. 


Consolidated Income Tax Returns. Cal- 
endar and fiscal year 1947 consolidated re- 
turn taxpayers may elect to file separate 
income tax returns for the calendar and 
fiscal years 1948, respectively. J. T. 3923; 
f. 2... Sane. 
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Trust Amendment Without Revestment. 
Trust income is not taxable to the creator of 
a trust when the right to revise it could not 
revest in its creator any part of the prin- 
cipal or income. Fred L. Stanton v. U. S. 
[48-2 ustc J 9369], DC Wash. 


Loss on Annuity Contracts. The loss 
measured by the difference between cost 
and the cash-surrender value of annuity 
contracts is deductible by their purchaser. 
Jesse James Atkinson [48-2 ustc 9355], 
De Va. 


Personal Holding Company Penalty. 
Failure to file a personal holding company 
return is subject to a penalty in the absence 
of reasonable cause, such as the advice of a 
tax consultant. Genesee Valley Gas Com- 


pany [CCH Dec. 16,539], 11 TC —, No. 27. 


Bad Debt Deduction Denied. Where a 
taxpayer is at best secondarily liable for the 
payment of a debt, the bad debt deduction 
is denied him. Joe Balestrieri & Company 
[CCH Dec. 16,547(M)], TC memo. op. 


Salary Accrued But Unavailable Not De- 
ductible. Where an employer-taxpayer ac- 
crues salaries which are not available because 
of the absence of funds, the salaries are not 
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deductible. Pivaronas Brothers Bakery, Inc. 
[CCH Dec. 16,552(M)], TC memo. op. 


Employee’s Uncashed Pension Checks 
Taxable. An employee’s receipt and reten- 
tion of uncashed retirement pension checks 
are taxable as having been constructively 
received. William Archibald Hedrick [CCH 
Dec. 16,550(M)], TC memo. op. 


Unreasonable Accumulations of Profits. 
Accumulations of profits to expand and im- 
prove a theater are not subject to the Sec- 
tion 102 penalty for unreasonable retention 
of earnings, provided that the taxpayer had 
a reasonable basis for believing the work 
would be done in the ascertainable future. 
Colonial Amusement Corporation [CCH Dec. 
16,574(M)], TC memo. op. 


Fraud Committed by Corporate Officials. 
Penalties for tax fraud committed by re- 
sponsible corporate officials may be charge- 
able to the corporation even though its 
president had no knowledge of the fraud. 
Crescent Manufacturing Company et al. [CCH 
Dec. 16,575(M)], TC memo. op. 


Loss on Sale Between Related Corpora- 
tions Allowed. If a loss between interowned 
corporations arises from a bona fide busi- 
ness transaction, it is deductible for tax 
purposes. Anderson, Clayton & Company 
{CCH Dec. 16,560(M)], TC memo. op. 


Deductibility of State Income Tax. An 
amount paid for state income tax is deducti- 
ble for federal income tax purposes though 
a state tax refund claim, the merits of which 
have not yet been determined, has been 
filed. Western Cartridge Company [CCH 
Dec. 16,576], 11 TC —, No. 37. 


Reconstructed Taxable Income. Taxable 
income may be reconstructed from bank de- 
posits, withdrawals, cash expenditures, capi- 
tal items and single-entry books in the 
absence of accurate records; and the fifty 
per cent penalty may be imposed only when 
the taxpayer, with fraudulent intent, fails to 
fle returns. R. W. Jackson [CCH Dec. 
16,533(M)], TC memo. op.; Charles F. Rob- 
erts [CCH Dec. 16,536(M)], TC memo. op. 


Nondeductible Living Expenses. Living 
expenses at a principal place of employment 
are nondeductible personal expenses, despite 
the fact that the taxpayer maintains a resi- 


dence elsewhere for his wife. Robert M. 
Craig [CCH Dec. 16,535(M)], TC memo. 


op.; Arthur L. Fairley [CCH Dec. 16,538(M) ], 
TC memo. op. 


Cost of Meals Not Traveling Expenses. 
Though a nonresident alien maintains a 
permanent residence abroad, his meals and 
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lodging expenses in the United States are 
not because of this fact deductible traveling 
expenses. Virginia Ruiz Carranza [CCH 
Dec. 16,556], 11 TC —, No. 33. 


Intangible Drilling Costs. Intangible drill- 
ing costs incurred for an interest in an oil 
lease are capital and not deductible expendi- 
tures. J. J. Roberts [CCH Dec. 16,537(M) ], 
TC memo. op. 


Beneficiary’s Income. A _ beneficiary is 
taxable on the entire income of a trust 
where she might take all or any part.of the 
trust income because she has unfettered 
command over all of it, even though she 
took only part of it. Annie Inman Grant 
[CCH Dec. 16,532], 11 TC —, No. 26. 


Rhode Island Corporate Tax. The Rhode 
Island business corporation tax accrues at 
the end of the taxpayer’s taxable year for 
which it is imposed, and may be deducted 


by an accrual basis taxpayer in that year. 
I. T. 3920. 


Airplane Transportation Excise Tax. Pay- 
ments for transportation by airplane are 
subject to transportation excise tax irre- 


spective of the airplane’s capacity or non- 
fixed schedules. M. T. 31. 


Corporate Entity Preserved. Changes in 
corporate name, stock ownership, nature of 
business and location, prior to the enact- 


-ment of Code Section 129, do not destroy 


the taxable entity in arriving at a base 
period income credit for excess profits tax 
purposes, in the absence of an intent to 
evade federal taxes. Alprosa Watch Corpo- 
ration [CCH Dec. 16,559], 11 TC —, No. 36. 


Government Advances Not Indebtedness. 
Advance payments to a taxpayer by the 
government on war contracts when they are 
not in fact indebtedness do not entitle the 
taxpayer to a credit for debt retirement upon 
repayment for excess profits tax purposes. 
Western Cartridge Company, supra. 


Subsidiary’s Carry-over to Parent. A par- 
ent corporation is not entitled to an excess 
profits credit carry-over of a subsidiary with 
which it merged in computing the parent’s 
excess profits tax for the year following the 
merger. Stanton Brewery, Inc. [CCH Dec. 
16,587], 11 TC —, No. 43. 


Abnormal Income (Section 721). Though 
sums received in the settlement of claims 
may result in abnormal income in excess 
profits tax years, they may not be allocated 
to prior years to reduce excess profits tax 
liabilities if they were not attributable to 
such earlier years. Ripy Brothers Distillers, 
Inc. [CCH Dec. 16,589], 11 TC —, No. 45. 
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Bonus Paid Estate. A bonus paid by a 
decedent’s employer to the decedent’s estate 
is not subject to estate tax because the em- 
ployer was under no obligation to make the 
payment and the decedent had no monetary 
interest in it on the date of his death. Estate 
of Jack Messing [CCH Dec. 16,553(M)], 7 
TCM 568. 


Nondeductible Charitable Remainders. 
Where the valuation of charitable remain- 
ders at the date of a decedent’s death is 
doubtful because of the probability of sub- 
stantial invasion of trust principal for the 
benefit of life beneficiaries, such charitable 
remainders are not deductible from gross 
estate for estate tax purposes. Estate of 
Eunice M. Greene [CCH Dec. 16,544], 11 
TC —, No. 31. 


Determination of Reasonable Compensa- 
tion. The taxpayer, a corporation, manu- 
factured and sold in the taxable years 1941 
and 1942 certain screws, bolts and fasteners. 
It had been organized in 1929, and under 
the management of its four officers had been 
able to achieve a position of leadership in 
a highly competitive field. The Commis- 
sioner determined deficiencies in income and 
excess profits taxes in the taxable years on 
the basis of a partial disallowance of deduc- 
tions claimed for compensation paid the 
four officers during those years. The sole 
question involved was whether the com- 
pensation was reasonable and deductible as 
ordinary and necessary expense. The evi- 
dence disclosed that the taxpayer’s business 
was built largely through the industry and 
skill of the men involved, and that they had 
been paid comparatively low salaries during 
the company’s development period. Further, 
the record disclosed that there had been no 
attempt to distribute profits in the guise 
of compensation. The Tax Court, therefore, 
found that with the exception of a gift of 
$2,000 to one officer to enable him to take 
a trip for his health, the compensation paid 
in 1941 and 1942 was reasonable for the 
services: performed and properly deductible. 
Chandler Products Corporation [CCH Dec. 
16,596(M)], TC memo. op. 


Collector’s Personal Liability in Refund 
Suits. An action was instituted against the 
defendant for recovery of a stated amount 
which, the plaintiff alleged, had been im- 


— 
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properly assessed and collected by the Col- 
lector of Internal Revenue for income taxes 
for the years 1942 and 1943. Not the de- 
fendant, but his predecessor, had made the 
assessment and collection of this amount. 
The defendant’s motion to dismiss was sus- 
tained: “An action against a collector of 
internal revenue to recover taxes erroneously 
exacted by him, is based upon his personal 
liability and cannot be maintained against 
his successor in office who had no part in 
the assessment, collection or disbursement 
of the taxes.” (Sinietanka, Collector of Inter- 
nal Revenue for the First District of Illinois 
v. Indiana Steel Company [1 ustc ] 53], 257 
U. S. 1.) Arthur C. Popham Jr. v. Glen T. 
Jamison, Acting Collector of Internal Revenue 
[48-2 ustc J 9383], DC Mo. 


Constitutionality of Section 22 (b) (2) 
Questioned. The taxpayer, seeking to re- 
cover $3,032.25, with interest, alleged over- 
payment of income tax for 1938 and 1939, 
because of the fact that pursuant to Section 
22 (b) (2), Revenue Act of 1948, $3,000 out 
of $4,884 received by him under certain life 
annuity contracts had been included in his 
taxable income for each year. The taxpayer 
contended that this section imposes a tax 
upon capital rather than upon income within 
the meaning of the Sixteenth Amendment, 
and is therefore unconstitutional. The court 
held, however, that a taxpayer alleging un- 
constitutionality of a taxing act must show 
not only that the act is invalid, but also 
that he has sustained some direct injury as 
the result of its enforcement. Clairmont L. 
Egtvedt v. U. S. [48-2 ustc 7 9381], Ct. Cls. 


Transfer of Capital to Wife for Partner- 
ship Purposes. The taxpayer made a gift to 
his wife to be used as a capital contribution 
to a partnership of which he was a member, 
which gift was subsequently declared ineffec- 
tive as to him for income purposes. (Lowry 
v. Commissioner [46-1 ustc 9227], 154 F. 
(2d) 448.) The court held that his claim of 
a mistaken belief concerning such tax conse- 
quences at the time of the gift was not 
equitable ground for setting aside the gift, 
where it was not established by the evi- 
dence that the gift was made solely for tax- 
minimizing purposes. Stone v. Stone [47-2 
ustc § 9389], 319 Mich. 194, distinguished. 
Lowry v. Kavanaugh [48-2 ustc § 9382], 
S. Ct. Mich. 
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Helvering v. Clifford 
Is the Grantor of a Trust 
the Owner of the Corpus? 


Teax Cleassics . . ty robert s. Holzman 


ferry sine ring” aspect of high 
school fraternities is the initiation, in 
which the oyster-on-the-string technique 
plays a conspicuous part. The initiate is 
obliged to swallow a raw oyster, which is 
fastened to a cord held by the Chief In- 
quisitor or one of his Assistant Tormentors. 
Thus, as often as the initiate is commanded 
to swallow the mollusk, it may be drawn 
back ad nauseam (the .phrase is used ad- 
visedly), not merely that-it may be avail- 
able in a month when there is no “r,” but 
that it may be used as an instrument of 
exquisite, if painless, torture. 


Most taxpayers (or so one would assume) 
were once of high school age, and—con- 
sciously or subconsciously—the oyster-on- 
the-string technique is applied to tax-savings 
plans. The taxpayer would like to be able 
to part with various income-producing prop- 
erties, to the end that their revenues may be 
taxed to a beneficiary in a lower bracket; but 
it may not be advisable to give up the prop- 
erty forever. The grantor might wish to 
reclaim the assets if his underlying economy 
changes; or he might desire to dangle the 
property before the eyes of his wife, grand- 
son or other persons to keep them “in line.” 
So the trust was adapted to the circum- 
stances, with the settlor reserving to himself 
some powers of reverter, substitution or a 
short-term life for the trust. For many 
years, this seemed to be the solution; if the 
trust was validly created, the law didn’t 
seem to require that income be taxed to the 
grantor, oyster-on-the-string or not. “Then 
the Supreme Court had to come to the res- 
cue of the revenue.’ ? 


In 1934, George B. Clifford, Jr., declared 
himself trustee for certain securities that he 
owned. Under the trust agreement, the net 
income would be for the exclusive benefit of 
his wife, Virginia. The life of the trust was 
to be five years unless either spouse died 


_—_— 


‘Randolph E. Paul, Taxation for Prosperity 
(Bobbs-Merrill Company, 1947), p. 295. 
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earlier. Upon termination of the trust, the 
corpus would go to Clifford, while the un- 
distributed income and the profits of the 
investment of such income would go to his 
wife. During the life of the trust, he could 
pay over to his wife (as trustee) whatever 
he deemed desirable in his sole discretion. 
Likewise, he could vote, exchange, sell or 
pledge all or any part of the corpus. Extraor- 
dinary cash and stock dividends were to be 
treated as principal and as not income. Neither 
principal nor future or accumulated income 
would be liable for the debts of his wife, 
and she could not encumber or otherwise 
anticipate any interest in the trust or its 
income prior to actual payment to her. Clif- 
ford paid the gift tax in that year. The 
trust distributed all of its 1934 income to 
the wife, who reported it on her personal tax 
return. The Commissioner taxed this in- 
come to the settlor under Section 22 (a) of 
the Revenue Act of 1934; but the taxpayer 
claimed that Sections 166 and 167, relating 
specifically to trusts, should govern the 
situation, and under these sections the set- 
tlor could not be reached. 


N FEBRUARY 26, 1940, Mr. Justice 
Douglas rendered the Supreme Court’s 
decision :? 

“Section 22 (a) of the Revenue Act of 1934 
includes among ‘gross income’ all 

‘gains, profits, and income derived 
from professions, vocations, trade, businesses, 
commerce, or sales, or dealings in property, 
whether real or personal, growing out of the 
ownership or use of or interest in such 
property; also from interest, rent, dividends, 
securities, or the transaction of any bu8iness 
carried on for gain or profit, or gains or 
profits and income derived from any source 
whatever’. The broad sweep of this language 
indicates the purpose of Congress to use 
the full measure of its taxing power within 
those definable categories. . . . Hence our 


2 Helvering v. Clifford [40-1 ustc { 9265], 309 
U. S. 331 (1940). 
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construction of the statute should be con- 
sonant with that purpose. Technical consid- 
erations, niceties of the law of trusts or 
conveyances, or the legal paraphernalia which 
inventive genius may construct as a refuge 
from surtaxes should not obscure the basic 
issue. That issue is whether the grantor 
after the trust has been established may still 
be treated under this statutory scheme as the 
owner of the corpus. In absence of 
more precise standards or guides supplied 
by statute or appropriate regulations, the 
answer to that question must depend on an 
analysis of the terms of the trust and all 
the circumstances attendant on its creation 
and operation. And where the grantor is the 
trustee and the beneficiaries are members 
of his family gorup, special scrutiny of the 
arrangement is necessary lest what is in 
reality but one economic unit be multiplied 
into two or more by devices which, though 
valid under state law, are not conclusive so 
far as Section 22 (a) is concerned. 


“In this case we cannot conclude as a 
matter of law that respondent ceased to be 
the owner of the corpus after the trust was 
created. Rather, the short duration of the 
trust, the fact that the wife was the benefi- 
ciary, and the retention of control over the 
corpus by respondent all lead irresistibly to 
the conclusion that respondent continued to 
be the owner for purposes of Section 22 (a). 


O FAR as his dominion and control 
were concerned it seems clear that the 
trust did not effect any substantial change. 
In substance his control over the corpus was 
in all essential respects the same after the 
trust was created as before. The wide pow- 
ers which he retained included for all prac- 
tical purposes most of the control which he 
as an individual would have. There were, 
we may assume, exceptions, such as his dis- 
ability to make a gift of the corpus to others 
during the term of the trust and to make 
loans to himself. But this dilution in his 
control would seem to be insignificant and 
immaterial, since control over investment 
remained. If it be said that such control is 
the type of dominion exercised by any trus- 
tee, the answer is simple. We have at best 
a temporary reallocation of income within an 
intimate family group. Since the income re- 
mains in the family and since the husband 
retains control over the investment, he has 
rather complete assurance that the trust 
will not effect any substantial change in 
his economic position. It is hard to imagine 
that respondent felt himself the poorer after 
this trust had been executed or, if he did, 
that it had any rational foundation in fact. 
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For.as a result of the terms of the trust and 
the intimacy of the familial relationship re- 
spondent retained the substance of full en- 
joyment of all the rights which previously 
he had in the property. That might not be 
true if only strictly legal rights were con- 
sidered. But when the benefits flowing to 
him indirectly through the wife are added to 
the legal rights he retained, the aggregate 
may be said to be a fair equivalent of what 
he previously had. To exclude from the 
aggregate those indirect benefits would be 
to deprive Section 22 (a) of considerable 
vitality and to treat as immaterial what may 
be highly relevant considerations in the cre- 
ation of such family trusts. For where the 
head of the household has income in excess 
of normal needs, it may well make but little 
difference to him (except income-tax wise) 
where portions of that income are routed— 
so long as it stays in the family group. In 
those circumstances the all-important factor 
might be retention by him of control over 
the principal. With that control in his hands 
he would keep direct command over all that 
he needed to remain in substantially the 
same financial situation as before. Our point 
here is that no one fact is normally decisive 
but that all considerations and circumstances 
of the kind we have mentioned are relevant 
to the question of ownership and are appro- 
priate foundations for findings on that issue. 
Thus, where, as in this case, the benefits 
directly or indirectly retained blend so im- 
perceptibly with the normal concepts of full 
ownership, we cannot say that the triers of 
fact committed reversible error when they 
found that the husband was the owner of the 
corpus for the purposes of Section 22 (a). 
To hold otherwise would be to treat the 
wife as a complete stranger; to let mere 
formalism obscure the normal consequences 
of family solidarity; and to force concepts 
of ownership to be fashioned out of legal 
niceties which may have little or no signifi- 
cance in such household arrangements. 


ee PHE BUNDLE of rights which he re- 
tained was so substantial that respond- 
ent cannot be heard to complain that he is 
the ‘victim of despotic power when for the 
purpose of taxation he is treated as owner 
altogether’. 


“. . We should add that liability under 
Section 22 (a) is not foreclosed by reason of 
the fact that Congress made specific provi- 
sion in Section 166 . . . for revocable trusts, 
but failed to adopt the Treasury recommen- 
dation in 1934 that similar specific 
treatment should be accorded income from 
short term trusts. Such choice, while rele- 
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vant to the scope of Section 166 . . . cannot 
be said to have subtracted from Section 
22 (a) what was already there. The 
failure of Congress to adopt any such rule 
of thumb for that type of trust must be 
taken to do no more than to leave to the 
triers of fact the initial determination of 
whether or not on the facts of each case the 
grantor remains the owner for purposes of 
Section 22 (a).” 


The following year, Judge Learned Hand 
noted that “Helvering v. Clifford . . . was 
a departure from the concept of property 
as it is generally used in the law, and in- 
volved in some measure a reversion to earlier 
notions which treated the family as the jural 
unit. Ordinarily, a person has ‘property’ 
in a thing if he has untrammeled freedom 
to use it as he wills and may invoke legal 
sanctions to protect that freedom. That is 
now no longer true in this class of cases; 
the court must look to the whole nexus of 
relations between the settlor, the trustee, 
and the beneficiary, and if it concludes that 
in spite of their changed legal relations the 
three continue to act and feel as they did 
before, the income remains the settlor’s; it 
follows that the most important factor is 
that any shifts in the legal control of the 
income shall be confined to members of the 
same family, or to them and others com- 
plaisant to their desires. For while it 
is true that the prime consideration is whether 
the income remains within the family, there 
are two other circumscribing factors: the 
length of the term and the powers of man- 
agement reserved to the settlor. We think 
that these factors are complementary; the 
longer the term, the more important the 
reserved powers, and vice versa.” * 


UT as to these factors it has been noted: 

“Since the Clifford decision rests on three 
grounds: short term, beneficiary a depend- 
ent and member of the immediate family, 
and broad powers in the settlor; and since 
Section 22 (a) gives no specific guidance, 
lower courts have not found it easy to en- 
close the exact limits of the doctrine.” ‘ 
Unquestionably, “gross income” can be an 
all-engulfing phrase. One writer found that 
some trusts “have ‘gross income’, some at- 
tain ‘gross income’, and some have ‘gross 
income’ thrust upon them.”* Actually Sec- 


’ Helvering v. Elias [41-2 ustc { 9630], 122 F. 
(2d) 171 (CCA-2, 1941). 

‘Roswell Magill, ‘‘What Shall Be Done with 
the Clifford Case?’’ Columbia Law Review, 
March, 1944, p. 116. 

‘DuBois J. Gillette, ‘‘A Re-examination of 
May v. Heiner’? TAXES—The Tax Magazine, 
September, 1946, p. 826. 
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tion 22 (a) makes no reference to trusts, 
“but the Clifford case held that the broad 
sweep of the language indicates the purpose 
of Congress to use the full measure of its 
taxing power within those definable cat- 
egories.”* There seems to be no limit as 
to how far this doctrine may extend. “A 
logician who has read the Clifford case might 
wonder . . . why the income of an incor- 
porated business should not be added to that 
of its sole stockholder for tax computation 
purposes, if that would benefit the revenue.” * 
But perhaps the courts have all they can 
do to handle individual “Clifford” matters. 
“In two years’ time, there have been nearly 
two hundred decisions in which courts have 
endeavored to apply the Supreme Court’s 
opinion in Helvering v. Clifford. That 
problem must have been the issue in many 
thousands of conferences between taxpayers 
and Treasury officials.”* The contestants 


are well matched; “I would only note that 
in numbers of decisions won and lost the 
Government and the taxpayers have been 
for a long time almost neck-and-neck, which 
is rather convincing evidence of the continu- 
ing volatile qualities of the whole problem.” ® 


NDEED, it had been hoped that the 
Clifford case would “blaze a path through 
the tax jungle known as ‘revocable trusts’. 
The hopes were in vain, however, since the 
problems now confronting the Government 
and the taxpayer are even in greater number 
than before.” The combinations of fac- 
tors are too many. As one court said, “The 
test is impalpable enough at best; but if it 
is to be continually refined by successive 
distinctions, each trifling in itself, we shall 
end in a morass from which there will be 
no escape; and the spate of decisions al- 
ready poured upon us will be the earnest of 
eventual utter confusion. Perhaps it is best 
not to approach the issue dialectically at all, . 
but merely by fiat; at least in those cases 
where, as here, we cannot repose in the 


6 Maurice T. Brunner, ‘‘Taxability of Trust 
Income to the Grantor,’’ ibid., June, 1943, 
p. 310. 

7Arthur A. Armstrong, ‘‘Shall We Haxe a 
Clifford Doctrine for Corporations?’’ ibid., Sep- 
tember. 1946, p. 830. 

8 Erwin N. Griswold, ‘‘A Plan for the Co- 
ordinating of the Income, Estate, and Gift Tax 
Provis‘ons wth Respect to Trusts and Other 
Transfers.’’ Harvard Law Review, November, 
1942. p. 339. 

® Adrian W. DeWind, ‘‘Trends Towards Clarity 
in the Clifford Case Problem,’’ Proceedings of 
the New York University Fourth Annual Insti- 
tute on Federal Taxation (Matthew Bender & 
Company, 1946), p. 832. 

10 George E. Ray, ‘‘The Income Tax on Short- 
Term and Revocable Trusts,’’ Harvard Law Re- 
view, June, 1940, p. 1322. 
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sheltering bosom of the Tax Court.”™ It 
has been suggested that as a general rule 
the Tax Court should have the final word 
in applying the Clifford rationale, under the 
Dobson case” 

Time has not lessened the cases litigated 
under Clifford, which one judge hailed as 
“an old acquaintance not to be forgot but 
ever brought to mind, at each periodic court 


1 Kohnstamm v. Pedrick [46-1 uste { 9122], 
153 F. (2d) 506 (CCA-2, 1946). 

2 Randolph E. Paul, “Dobson v. Commis- 
sioner: The Strange Ways of Law and Fact,”’ 
Harvard Law Review, July, 1944, p. 833. 





session of a United States Circuit Court of 
Appeals, by confrontation with at least one 
justifiable controversy involving some varie. 
gated form of family trust.”™ And these 
suggest Abraham Lincoln’s story of the 
pioneer settler who called that he’d caught 
a bear by the tail but didn’t dare let go, 
Since the Clifford case, the settlor either has 
to “let go” of significant incidents of owner- 
ship or else fall into the ursine clutches of 
the revenue agent. [The End] 


13 Shapero v. Commissioner [48-1 ustc {| 9173], 
165 F. (2d) 811 (CCA-6, 1948). 


WASHINGTON TAX TALK—Continued from page 1000 


In H. P. Hood & Sons, Inc. v. Dumond 
(No. 92), the New York Court of Appeals 
held that the order of the Commissioner of 
Agriculture and Markets denying a license 
to purchase and ship milk in interstate com- 
merce, on the ground that it would increase 
costs of competing dealers and divert sup- 
plies from local markets, did not violate the 
commerce clause of the United States Con- 
stitution. 

In Charles E. Austin, Inc. v. Kelly TNo. 
224), the Michigan Supreme Court held that 
a wholesale gasoline distributor operating 
storage tanks in which gasoline destined for 
Canada was commingled with gasoline to be 
distributed to the retail trade in Michigan, 
with some of the exportable gasoline itself 
being diverted to retail use in Michigan, 
cannot claim exemption from the gasoline 
tax. 

The right of a state to tmpose oil and gas 
taxes upon a lessee producing oil from, re- 
stricted Indian lands under a departmental 
lease approved by the Secretary of the In- 
terior, is involved in the cases of Oklahoma 
Tax Commission v. Texas Company (No. 40) 
and Oklahoma Tax Commission v. Magnolia 
Petroleum Company (No. 41). The Oklahoma 
Supreme Court held that such lessees were 
not subject to the oil excise or oil production 
taxes. 

In City of New York v. Saper (No. 168), 
the United States Court of Appeals for the 
Second Circuit-held that a claim for New 
York City sales and business taxes must 
stand among others in bankruptcy without 
interest from the date of filing of the bank- 
ruptcy petition. 


Banks as Tax Advisers 


The Comptroller of Currency recently 
had something to say about the preparation 
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of income tax returns for their customers 
by banks. The following is an excerpt from 
the Comptroller’s opinion: 


“The business of preparing income tax 
returns is not within the specific statutory 
or charter powers of a national bank and 
could only be justified on the ground that 
it falls within the class of ‘such incidental 
powers as shall be necessary to carry on 
the business of banking’ (R. S. 5136; 12 
U. S. C. 24), and such contention would not 
be defensible. Unquestionably, the practice 
referred to would constitute an additional 
service to customers, but it would also give 
rise to potential liabilities. There is no ob- 
jection to national banks aiding customers 
in preparing income tax returns through fur- 
nishing information, advice, etc., but it is 
highly inadvisable for a bank to undertake 
the actual preparation of income tax returns 
for its customers or others.” 


Cigarette Tax 


The attempt of the Illinois Department 
of Revenue to enforce collection of the 
state tax on cigarettes purchased outside 
the state by Illinois residents was barred, 
at least temporarily, when the Circuit Court 
of Cook County ruled recently that the 
Illinois Legislature did not intend the 
Cigarette Tax Act to apply to persons 
who import cigarettes into the state for 
their own consumption and are not en- 
gaged in the business of selling cigarettes. 
(See page 392 in the May, 1948 issue of 
this magazine.) The term “distributor” 
in the Illinois law, setting up a conclusive 
presumption that any person who brings 
more than ten cartons of cigarettes into 
the state for his own consumption is a dis- 
tributor, is invalid since it imposes a tax 
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upon an assumption of fact which the 
taxpayer is forbidden to controvert, and 
is so arbitrary and unreasonable that it 
cannot stand under the Fourteenth Amend- 
ment to the United States Constitution. 





The Illinois Superior Court also has ruled 
against the state, in holding that the Illinois 
Legislature is without power to make a dis- 
tributor out of a consumer. 


























Several cigarette-taxing states have en- 
tered into arrangements with their neighbors 
to exchange information with respect to 
tax-free sales. Out-of-state buyers of 
cigarettes are then sent bills for the tax 
they had hoped to avoid paying. A Michi- 
gan decision upholds the efficacy of this 
arrangement. The court said the cigarette 
distributor is deprived of no property rights 
guaranteed under either the state constitu- 
tion or the Constitution of the United 
States. 




























































































Bureau Procedure 











Bureau of Internal Revenue procedure 
will be shorn of some of its rough edges 
if expected results follow recently effected 
reforms and others now in the last stages 
of creation in the office of the Management 
Staff for the Bureau. The new Forms 1040 
and 1040A bear the stamp of the movement 
toward more adequate reporting of income, 
and the newly devised and inaugurated 
sample audit is expected to throw light on 
the heretofore shaded areas of individual 
income tax returns. The sampling will 
be drawn from representative returns ac- 
cording to the best statistical methods, 
with a view toward uncovering the most 
prevalent errors in income tax reporting 
for the United States as a whole and for 
the local areas individually, in order to 
assign to each major problem its proper 
geographical scope. It brings under the 
investigative machinery of the Bureau a 
large class of taxpayers whose returns 
had almost never been subject to audit, 
unless some deficiency stood out clearly 
on the single hasty examination all returns 
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receive, since previous sampling was gen- 
erally done only with returns showing 
larger amounts. Selection will be made 
at the local level. After results have been 
collected, alterations in methods and forms, 
as based on these findings, may be expected. 

Decentralization is a vital factor in 
Bureau growth; and the Management Staff, 
organized in present form just last May, has 
already obtained Bureau action on several 
of its proposals of this sort. From now on, 
income tax allowances of under $1,000, 
classification of individual income returns 
of $7,000 or over and of those requiring 
investigation, and assertion of penalties on 
delinquent returns of this class, will issue 
from the field. 


As to these future policies, officials of 
the Bureau and Management Staff’ are 
understandably hesitant to comment in de- 
tail. However, a summary listing of policies 
in the making may be gleaned from gen- 
eralities obtainable from more or less public 
utterances by key officials. One item of 
considerable interest is the fact that the 
staff is attacking that old thorn, destruc- 
tion of obsolete documents and returns, 
comprehensive policy for which had been 
totally lacking. Other plans appear to 
follow set patterns for Management Staff 
proposals—further decentralization, greater 
effort to clarify tax liability to the taxpayer 
and more comprehensive picturization of 
the entire tax scene to the Bureau. A 
check list of future plans includes simplifica- 
tion of interest provisions, unification of tax 
liabilities in order to offset overpayments 


_of one class of tax against deficiencies in 


another, standardization of statutes of 
limitation, reform of penalty provisions, 
expansion in the depositary-receipt method 
of tax payment, use of stamp-metering 
machines for stamp taxes and advancement 
in the field of cooperative federal-state audit 
programs. These and other proposals in 
the formative stage have been taken largely 
from suggestions of taxpayers and their 
counsel and Bureau personnel, all coordinated 
by the Management Staff in its role of an 
idea-clearing house. 
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by Lewis Gluick, C. P.A. 


Talking Shop 


READER who says he has been such 

-for seventeen years has finally come 
through with a contribution, but insists on 
remaining anonymous. He writes on two 
topics—organization expense and bad debts 
reserve. 

Accountants are accustomed to think of 
organization expense as positively never 
deductible for the purpose of corporation 
income tax. The text books cite a case in 
which a corporation with a charter of 
limited duration was permitted to write 
off organization expense over the life of the 
charter. This merely points the rule, since 
nearly all modern charters grant a cor- 
poration perpetual life. 


But few corporations achieve longevity, 
let alone perpetuity. When they dissolve, 
they may deduct the organization expense 
as a loss in the year of dissolution. And— 
here comes the gimmick—it is an ordinary 
loss, fully deductible. The charter has been 
abandoned; and abandonment losses are 
specifically treated as ordinary, not capital. 
(See 481 CCH J 345.360 et seq.) 

The second point Mr. Anonymous Reader 
raises is equally interesting and possibly 
debatable. X Company files its first tax 
return. It claims no bad debts because it 


has none. Nor does it set up a reserve 
for bad debts. 


Next year it sets up a reserve. There 
are those who may agree with the Com- 
missioner that the first return constitutes 
an election to use the charge-off method, 
despite the absence of charge-offs. To 
adopt the reserve method thereafter would 
require the Commissioner’s consent. But 
Mr. Anonymous Reader comes. up with 
the Langley case [CCH Dec. 7134], 21 BTA 
1297, in which the first return on which a 
bad debt deduction appeared (not the first 
ever filed) was held to be the election, and 
the reserve method was allowed. That 
decision is seventeen years old. Is it pos- 
sible Mr. Anonymous Reader read that 
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case and his first Shop at the same time? 
Anyhow, we thank him, and hope any debate 
on the point will be less slow in arriving, 


Injustice 


For years we have complained about a 
rank injustice in the Code and preceding 
statutes. When any corporation subject 
to regulation by a public commission faith- 
fully complies with that body’s accounting 
code, the Commissioner of Internal Reve- 
nue should be bound to comply also. 
Previous cases always involved income 
taxes. Now there is a case involving stamp 
taxes. The Southern Pacific Company did 
what the Interstate Commerce Commis- 
sion required of it. The Treasury 
demanded over $46,000. And the Califor- 
nia District Court [48-2 ustc J 9367] says 
the Treasury is correct. 


As we see the law, the court’s interpreta- 
tion is correct. The error is in the statutes 
that permit such injustice. 


Constructive Receipt 
The case of Pope [48-2 ustc ] 9365] is 


captioned “gross income,” but in essence it 
boils down to “constructive receipt.” What 
happened appears to have been this: An 
unnamed trustee (presumably corporate, 
since the decision refers to the trustee as 
“it”) failed to use the trust income pro- 
perly. Having restored the income, it then 
distributed it to the beneficiaries in 1940. 
The District Court for the Eastern’ District 
of Pennsylvania held that the beneficiaries 
were not taxable in 1940. The income was 
taxable to them in the year they should 
have received it. 


Since it is already 1948, and the years of 
mismanagement were 1933 to 1939, it looks 
as though what the Popes got in 194 
will escape taxation altogether—but, we'll 
wager, not without an appeal by the govern- 
ment to the Third Circuit. 
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Tax Course 


Because we have been traveling around 
the country, the new 1948 edition of the 
CCH Feperat Tax Course has just reached 
us. We have had little time, therefore, to 
study it as it deserves: 


We like the size. Tax texts have a ten- 
dency to grow beyond the student’s 
capacity to assimilate. No doubt about it, 
we would have included some things George 
Altman has excluded and excluded some 
he has included. The perfect text, to 
satisfy all users, will never be achieved. 
But George has come pretty close to it. 


The new FeperaL Tax Course is better. 
There is a whole new chapter on social 
security. The work sheets have blanks 
for the students to write their names. 
(Some will omit them, anyhow.) Chapter 
18, on net operating losses, has been re- 
written. To the extent that the subject 
can be simplified, this has been done. The 
sections on contemplation of death, gifts 
to take effect after death and revocable 
transfers are uncommonly clear explana- 
tions of a muddled statute. 


Teachers will find their manual both 
bigger and better. 


Every CPA should work examination 
problem No. 3 of Chapter 10. And exami- 
nation problem No. 2 of Chapter 24 made 
the Shoptalker a bit homesick. 


Causa Mortis 


The case of Rickenberg [CCH Dec. 
16,483], 11 TC—, No. 1, is a sore blow to 
estate planners and life insurance men. 
Happily, under current law, such efforts 
at tax avoidance are less likely to occur. 


Edwin W. Orvis was a wealthy man. 
At the age of seventy-seven he retired as 
general partner of a New York Stock 
Exchange house, but continued as a special 
partner. He continued to go to the office 
frequently, and traveled there alone on 
the subway. An ardent fisherman, he went on 
a fishing trip only a year before his death, 
at eighty-five. Judge Conger decided [48-2 
ustc § 10637] that certain gifts were not 
made in contemplation of death. 


Cigarettes 


Florida imposes a tax of four cents a 
pack on ordinary cigarettes. This is pretty 
high. Tourists who attempt to defeat the 
law by bringing in smokes from Delaware 
are warned that Section 210.17 of the state 
law provides some stiff penalties for trans- 


Talking Shop 


porting any unstamped cigarettes upon the 
public highway, and for selling them or 
giving them away. The Shoptalker smokes 
cigars made in Tampa. 


Alabama imposes a tax on cigars and 
snuff too. (CCH State Guie { 60,030.) 


Poll Taxes 


One section of the CCH Strate Tax 
GUIDE now contains only four pages. We 
would like to see it contain none at all. 
In other words, no matter who wins the 
election, we want him (or them) to abolish 
all poll taxes. 


_, 


Raising Revenue 


We are less alarmed than disgusted with 
the reports from Washington that 1949 
may bring a rise in taxes. If the country 
must continue its spending spree, more 
revenue is certainly needed. But existing 
laws, if enforced, provide ample revenue. 
Let Congress give the Treasury Department 
a few millions for revenue agents and deputy 
collectors, and watch the dollars return 
a thousandfold. 


A drive on just one item right now 
would produce tens of millions. If every 
Form 1099 that should have been filed 
but was not, were worth a fine of only 
$10, a lot of revenue would be raised. 
If every 1099 filed were promptly sorted 
and matched with the proper 1040, a lot 
of money would be collected. The inability 
of the Bureau of Internal Revenue to en- 
force this part of the law is deplorable—all 
the more so because it is not the Bureau’s 
fault. If the situation is allowed to con- 
tinue, the Code should be amended to do 
away with Forms 1096 and 1099, 


No law, revenue or otherwise, that is 
flouted with impunity by ninety-nine per 
cent of the population affected should re- 
main on the statute books. Remember 
prohibition? 


Human Interest 


Rufus Steele paid $1,820 in 1944 for the 
support of seven children who were no 
kin. He claimed this as a deductible ex- 
pense. His heart was in the right place, 
but not the deduction. The Tax Court 
[CCH Dec. 16,548(M)] said he could not 
take it. Too bad! 


Just ‘why William Hedrick refused to 
accept his pension checks does not appear 
in the Tax Court’s decision [CCH Dec. 
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16,550(M)]. Does anyone know? He had 
to pay tax on them anyhow. If someone 
pensioned us, we'd cash the _ checks 
promptly, and not appeal to the Tax 
Court. 

Charles F. Roberts took an appeal to 
the Tax Court [CCH Dec. 16,536(M)] on 
a fraud allegation. When the case came 
up for hearing, the “petitioner failed to 
appear either personally or by _ repre- 
sentative”! 


Contributors 


G. O. Stone of Missouri, “an avid reader” 
(it says here), writes: 


“You say the vital thing is how much 
a man can make with his capital, and then 
cite an example of a taxpayer who can 
make ten per cent. Are we to assume that 
all taxpayers have inventories? That all 
have uses for money that bring in identical 
returns? Of course not! 


“The rate of interest on tax monies 
should approximate what safe investments 
bring, and Mr. Smith’s three per cent figure 
is close enough to preclude argument. The 
interest provision is not in the law to 
penalize belated taxpayers. If it were, it 
would not be applied both ways at the 
‘same rate. It is there to force the holder 
of the funds to pay the prevailing price 
for having them. Quite obviously the fraud 
penalty is designed to restrain and penalize 
taxpayers. The interest provision was not 
designated to be a penalty, and never should 
be so construed. It is in the law to give 
the person who made a timely payment 
the feeling that those who don’t follow 
suit will have to pay for their delay; to give 
the taxpayer who overpays a reward for 
letting the government use his money; and, 
in reverse, to make the government live by 
the same laws it imposes. 


“T think Mr. Smith’s argument is sound, 
and action much overdue.” 


Wilfred Wyler of New York called our 
attention to the Ginsberg case [48-1 ustc 
7 9264]. He thinks the District Court 
for the Northern District of Texas gave 
a fine opinion. He recommends printing 
most of it so all of you can enjoy the 
pungent language. But we have only room 
for one sample: 

“Close cases make lawsuits; lawsuits 
make income for lawyers, and business for 


the courts; and the buying of law books 
helps publishers.” 


E. E. Baron of Sioux City writes: 


“Your query with reference to the ex- 
change of services between Dr. Sawbones 
and Bix, the service-station owner, intrigued 
me. I made a hasty examination of authori- 
ties and ran across Section 29.22 (a)-3 of 
the Regulations, entitled ‘Compensation Paid 
Other than in Cash’. 


“The Regulations proceed as follows: ‘If 
services are paid for with something other 
than money, the fair market value of the 
thing taken in payment is the amount 
to be included as income. If the services 
were rendered at a stipulated price in the 
absence of evidence to the contrary, such 
price will be presumed to be the fair value 
of the compensation received.’ 


“This is about the nearest to the proposi- 
tion involved. Each party has a fixed value 
on his services; and if they exchange such 
services on an equal basis, there will be 
taxable income to each of them to the 
amount of the value of such services.” 


Yes, thank you. But we would like case 
citations. 


Cosmetics 


We see by the papers that the women 
of the country are making a drive to have 
the taxes on cosmetics repealed. Failing 
that, as we read the report, they want the 
tax extended to shaving soap and razor 
blades, on the assumption that what is sauce 
for the goose should be sauce for the 
gander. 


Since the Shoptalker is not running for 
office, and never expects to run, he wants 
to start a counter offensive. Double the 
taxes on cosmetics this year; next year 
redouble; the third year prohibit cosmetics 
entirely. 

“Little dabs of powder, 

Little drops of paint, 
Make the modern woman’s face 
Look like what it ain’t.” 


We believe in the truth, no matter how 
it hurts. Didn’t we let them print our 
picture last month? [The End] 


ae 
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Books... 


Trusts and Estates 


Federal Income Taxation of Trusts and 
Estates. Lloyd W. Kennedy. Little, Brown 
& Company, 34 Beacon Street, Boston, 
Massachusetts. 1948. 837 pages. $16.50. 


At first glance, anyone unfamiliar with 
the federal income taxation of trusts and 
estates might jump to the conclusion that 
Mr. Kennedy has selected a subject rather 
narrow in scope for an entire book. After 
working in this field for a short time, how- 
ever, the same individual would inevitably 
reach the conclusion that a thorough treat- 
ment of the subject requires no less than 
a book because of the complexity of this 
part of the income tax law and the important 
and extensive developments in recent years. 
The subject is complex because two factors 
must be considered together: first, the sub- 
stantive law of trusts and estates, which 
in itself involves complicated legal concepts; 
and, second, the income tax statutes, regu- 
lations and decisions superimposed upon 
this substantive law background. The im- 
portant and extensive recent developments 
in this field include a new method of taxing 
income in respect of a decedent, the new 
concept of distributable income in the Reve- 
nue Act of 1942 (including the so-called 
sixty-five day rules) and the doctrine of the 
1940 Supreme Court Clifford case ([40-1 
ustc J 9265] 309 U. S. 331), which has been 
followed by a flood of litigation and an 
extensive revision of the Commissioner’s 
regulations in June, 1947. 


In such a highly complex and rapidly 
moving field of the law, it is important that 
a book be comprehensive and well organ- 
ized. Mr. Kennedy has satisfied these re- 
quirements by dividing his material into six 
parts or chapters: (1) the general law of 
trusts and estates, (2) the taxation of ordi- 
hary trusts and estates, (3) charitable trusts 
and charitable contributions, (4) problems 
relating primarily to trusts, (5) problems 
relating primarily to estates and (6) revo- 
cable and controlled trusts. From these 
chapters, the individual starting in this 
dificult field can obtain a good background 
for his work; and the more experienced 


Books . . . Articles 





.. Articles 


practitioner can use them, with the aid of 
the adequate index at the back of the book, 
for reference on particular questions which 
he faces from day to day. In either case, 
Mr. Kennedy’s book and the supplementary 
pocket parts to be issued periodically will 
help the reader to know and understand the 
the intricate rules already developed, the 
changes currently taking place and the prob- 
able future trends in the federal income tax- 
ation on trusts and estates. 


Lewis D. SPENCER 


Overtaxation of Utilities 


Taxation of Regulated Enterprises. Eco- 
nomic Reference, Inc., 88 Chestnut Street, 
Ridgewood, New Jersey. 1948. 154 pages. 


Aside from title pages and indices, this 
volume includes sixty-eight pages of text, 
tables and charts .from the publishers’ 
Monthly Utility Reference; forty pages of 
excerpts from court decisions, book reviews, 
tables and electric tax rate-adjustment clauses 
from their Brief Utility Reference; and 
eighteen pages of charts and explanatory 
text from their Graphic Utility Reference. 
Altogether, the book offers, in reference- 
work form, a plea for a “classified tax treat- 
ment of public utility enterprises,” on the 
basis that privately owned utilities, and 
through these the middle- and lower-income 
groups of consumers especially, are grossly 
overtaxed by both state and federal’agencies. 

Three principal claims against such over- 
taxing are presented: 


“(1) That the incidence of taxes on utili- 
ties is on consumers, so that even income 
taxes become sales taxes in effect; 


“(2) That taxes based on property or on 
income from employment of capital are 
relatively heavier burdens on enterprises 
requiring large amounts of capital in rela- 
tion to volume of business, although levied 
in the same form and at the same rate as 
in the case of ordinary merchandising and 
manufacturing enterprises; 


“(3) That public utilities are businesses 


of decreasing average cost with an increas- 
ing scale of operation, so that the social 
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and economic cost of taxes on these enter- 


prises is in excess of the revenues realized 
from taxation.” 


As to the shifting of taxes—even income 
taxes—to the consumer, taxes on a regulated 
utility enterprise “are sales taxes in effect,” 
though not in form, and are shifted to con- 
sumers in spite of the fact that the law- 
makers propose still higher or special utility 
taxes in the belief that a “tax on the utility 
will not be a tax on the people.” 


Naming only the excess profits tax and 
often the income tax before 1922 as excep- 
tions, the book states that nearly all the 
taxes paid by public utilities “are recognized 
by regulatory commissions as deductions 
from operating revenue in determining the 
actual return and the fair return for capital. 
The legally intended incidence of utility 
taxes, including income taxes, is therefore 
on consumers. ‘Taxes are recognized as 
unavoidable costs of supplying service, with- 
out regard to whether the tax liability is 
calculated on the basis of assessed value 
of property, units of service, operating reve- 
nue, or income.” 


Not only does this shifting of taxes dis- 
regard tle comparative ability of consumers 
to pay them; in fact, the tendency is to shift 
the taxes to those consumers “most willing 
to bear them because of the absence of 
better economic alternatives’—the people 
of moderate or still lower incomes. 


Moreover, present utility tax systems are 
“not to be rationalized on the ground that 
taxation of these enterprises supplements 
rate regulation or may be made to do so. 
The amounts of federal income tax liabilities 
have an uncertain relationship with total 
returns on equity capital, but have no rela- 
tionship with returns in excess of reasonable 
returns. The amounts of state and 
local taxes typically have no relationship 
with either total returns on capital or with 
returns in excess of reasonable returns.” 
Thus, “enterprise ability to pay, as distin- 
guished from consumer ability to pay, has 
no significance for a public utility except 
with regard to monopoly returns or amounts 
of income in excess of reasonable returns 
on invested capital. Reasonable returns on 
capital would need to be determined for 
each enterprise separately by application of 
acceptable standards of rate regulation. These 
standards cannot be established or applied 
by the tax administrator. . . . Even if it 
be assumed that actual incidence varies from 
the legally intended incidence, because of 
short-run lags in the regulatory process, the 
income tax is an extremely crude substitute 
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for effective regulation and often is disrup- 
tive of orderly regulation.” 


Bureau of Internal Revenue reports for 
1943 show that utility taxes comprised 113 
per cent of gross receipts, as compared with 
5.9 per cent for all industry groups other 
than utilities. The book also asserts, more 
generally: “Federal income tax and state 
and local tax burdens on public utility 
enterprises are typically from two to three 
times heavier than the average tax burdens 
on manufacturing and merchandising enter- 
prises. The heavy capital investment re- 
quired by public utilities and the typically 
slow capital turnover result in greatly in- 
creased exposure to taxation, both to federal 
taxes determined by amount of taxable in- 
come (return on capital) and to state or 
local taxes based on assessed value of prop- 
erty (amount of invested capital).” 


As to the electric power industry specifi- 
cally, the Twentieth Century Fund’s The 
Power Industry and the Public Interest (1944) 
is quoted: 


“The electric power industry pays a higher 
percentage of gross revenue in total taxes 
than any other industrial group except 
petroleum refining, tobacco products, alco- 
holic beverages, and communications, all of 
which, except communications, pay special 
federal excise taxes. 


“No other industry pays out so large a 


-proportion of its gross income in federal 


income taxes and miscellaneous federal 
taxes... . The industry also pays a higher 
percentage of its gross revenue to state and 
local authorities than any other industry 
except petroleum refining.” 


The authors ascribe to utilities “all the 
characteristics which permit access to the 
economies of a large production volume, in- 
cluding (1) a high ratio of overhead to 
total cost, (2) a continuous process of pro- 
duction and (3) products which are highly 
standardized in a technical, although not 
an economic sense.” Further: 


“Taxes levied on public utilities tend to 
raise rates, to curtail what would otherwise 
be the volume of output, and to cancel the 
additional economies which would otherwise 
be available from larger scale operation and 
fuller utilization of plant capacity. 


“When relatively lower costs cease to be 
available, a burden is placed on consumers 
in addition to the taxes Which are shifted. 
When some consumer uses or potential de- 
mands for utility services remain latent be 
cause of relatively higher costs of the services, 
a loss in social well-being is experienced. If 
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a tax on net balance destroys wealth, it is a 
bad tax by all economic tests.” 


Publicly owned utilities are opposed be- 
cause they mean higher costs for capital, 
and also higher taxes, for private enterprise; 
because they make impossible an equal rate 
burden for consumers; because they invite 
“misleading and invidious” rate compari- 
sons; and because “the sum of the tax avoid- 
ance advantage” to all holders of tax-exempt 
securities “is less than the income tax reve- 
nue loss to the Treasury.” 


The authors also oppose the taxation of 
interest and dividends paid to the individ- 
ual, for the reason that it tends “to re- 
sult in higher capital costs, first, because 
it limits the supply of much needed equity 
capital, and second, because the tax discrim- 
inates between privately and publicly owned 
securities.” 


Six principal differences are shown be- 
tween income and taxable income in the 
utility field. 


After quoting a 1922 report by a National 
Tax Association committee as to the variety, 
duplication, confusion and inadequacy of 
guiding principles in utility taxation, the 
book summarizes the present conditions: 
“The variety of tax methods is no less 
today than in 1922 and the place of public 
utility taxes in the tax system as a whole 
is no better defined.” 


Charitable Contributions 


How Tax Laws Make Giving to Charity 
Easy. J. K. Lasser. Funk & Wagnalls 
Company, 153 East 24th Street, New York 
10, New York. 1948. 106 pages. $3. 


“The policy of our tax law has always 
been to encourage and reward those who 
make free their wealth for the religious, 
charitable, educational, and similar social 
needs of people everywhere, . .. The ad- 
vent of income tax laws did not change this 
socially desirable practice. Rather, it was 
encouraged and strengthened.” It is a sad 
state of affairs, Mr. Lasser thinks, when 
taxpayers ignore the opportunity the gov- 
ernment offers them for painless altruism— 
to the detriment of a multitude of deserving 
institutions, and sometimes to the detriment 
of the taxpayers themselves. 


The purpose of this book is not only to 
encourage potential givers to yield to their 
generous impulses, by demonstrating how 
light a burden voluntary contributions can 
be, but also “to strengthen the hands of 
[the] workers for humanity—by giving 
them essential tax information.” 


Books . . . Articles 


Even in this period of inflation, “charity 
is still available at bargain prices.” Mr. 
Lasser explains this anomaly thus: Chari- 
table contributions to the extent of fifteen 
per cent of adjusted income are “deductible 
from the most heavily taxed layers of in- 
come. It is indeed easy for a rich man to 
chalk up a great big credit for charity in 
his heavenly account at a fractional cost.” 
In fact, Mr. Lasser claims, “the cost of 
charity is one of the few things that [have] 
fallen in recent years,” and proceeds to 
prove this assertion by statistics. 


Self-interest alone should dictate that tax- 
payers take full advantage of the deduction 
allowed for gifts to charity. In the long 
run, the economic effects of charitable con- 
tributions are more desirable than those of 
taxation. “Taxation is generally passed on 
to the ultimate consumer. The costs of 
contributions are not passed on. The bur- 
den of the cost of the public services 
provided, therefore, is more equitably dis- 
tributed.” 


Furthermore, the “violent impact of huge 
tax bills on the productiveness of an econ- 
omy is tremendous. The formation of capi- 
tal is often seriously affected. Business 
risk is increased and incentives for enter- 
prise are often curbed and inhibited. Con- 
tributions have no such negative impact on 
the economy. Ina discreet way they really 
remove some of the risks and uncertainties 
that many businesses, in their absence, 
would have to provide for and overcome.” 


Mr. Lasser fortifies his thesis with con- 
crete illustrations of numerous methods of 
making gifts and numerous forms the gifts 
may take. His arguments are both per- 
suasive and reasonable. 


Japan's New Tax System 


“Taxation Reform in Occupied Japan.” 
Henry Shavell. National Tax Journal, 111 
East Chestnut Street, Lancaster, Pennsyl- 
vania. June, 1948. 


Some time ago American tax experts were 
sent to Japan to Americanize that defeated 
nation’s tax system, and reports are now 
coming in on their success. 


From Mr. Shavell’s report, we gather that 
Japan needed and is getting “a considerable 
dose” of American tax ideas—for example, 
the “soak-the-rich” philosophy; a personal 
income tax, complete with a withholding 
system and other American accessories; a 
capital gains tax; a corporation income and 
excess profits tax; and an estate and gift 
tax. Recognize any of them? 
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The first problem to be solved in placing 
Japan’s fisc on some sort of equality basis 
was the breaking up of the immense hold- 
ings of the Zaibatsu class (zia for financial 
and batsu for clique). This term usually 
refers to twenty-odd holding companies and 
the big-four families of Mitsui, Mitsubishi, 
Yasuda and Sumitomo. For this purpose a 
capital levy was designed and enacted to 
transfer some of the top wealth from the 
private owners to the public purse. Owners 
of property valued at over 100,000 yen were 
taxed on their property at a rate ranging 
from ten to ninety per cent. 


To catch the man who might undervalue 
his property, for the purpose of the tax, 
the government received the power to buy 
the property at the valuation placed upon it. 


The personal income tax follows ours 
pretty closely. One difference is that the 
March 15 deadline on filing returns is not 
used. The Japanese taxpayer can square 
his account on any of the following 
quarterly dates: the last day of May, July, 
October and January. Another difference 
is that if a taxpayer has a refund due him 
because too much tax has been withheld 
from his pay check, he gets a credit through 
his employer; and if more tax is to be with- 
held to bring his tax account up to the 
amount of the tax rate chart, the employer 
takes out the needed amount-in the next 
quarter. Perhaps these are improvements 
over our setup. 


The rates on personal income begin at 
twenty per cent on taxable income of 10,000 
yen and advance to eighty-five per cent on 
incomes of over a million yen. 


The new Japanese corporation income tax 
is combined with an excess profits tax, pat- 
terned somewhat after our war model. The 
rates begin at thirty-five per cent on corpo- 
rate net income where there are no excess 
profits, and progress to forty-five, fifty-five 
and sixty-five per cent, according to the 
amount of excess profit. There is also a 
modified version of our iniquitous Section 
102 tax on undistributed profits. The estate 


and the gift tax is very similar to that used 
here, with the variation that some of the 
features of the state inheritance taxes are 
incorporated. 


Japan’s total tax load has been increased 
from eight per cent of her national income 
in 1945 to twenty per cent in 1947-1948. On 
the basis of figures in the Midyear Eco- 
nomic Report of the President, our na- 
tional income is estimated at about $215 
billion in 1948 and our revenue system will 
produce in the same period about $50.2 
billion. This means that our tax load is 
about twenty-three per cent of our national 
income, so the experts in Japan still have 
a little margin to work on before they com-. 
pletely Americanize their tax system. 


One astonishing thing these experts found 
on their arrival in Japan was the laxity of 
the collecting methods. Not a single con- 
viction or punishment for tax evasion had 
been recorded prior to November, 1947, 
This strains the credulity of Americans, 
who never pick up a newspaper without 
reading of the action of our own Tax Court, 
the federal courts and even the Supreme 
Court in some matter involving a luckless 
taxpayer. Also, it doesn’t jibe with our 
impression, gained during the war, of the 
ethics of the Japanese Government. Must 
be that it is one of those oriental paradoxes. 


In ending his account of the American- 
ization of the tax system, Mr. Shavell makes 
this comment: “The experiment is espe- 
cially noteworthy from a fiscal standpoint. 
It indicates that a doubling of a nation’s 
tax burden can be achieved in a relatively 
short time even in a nation which has 
historically operated on a fairly low scale 
of taxation.” 


We might have known that as in the case 
of production experts, there were experts 
skilled in producing revenue at all-time 
highs; but we didn’t realize it was such a 
marketable science. This science of doubling 
a nation’s tax burden in a relatively short 
time makes us shudder. 


ee 
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APPELLATE AND OTHER COURTS 


Estate tax: Charitable deduction: Un- 
born beneficiaries: Facts v. knowledge of 
facts at death.—Decedent left certain prop- 
erty to his wife for life, with remainders to 
their children, whether born before or after 
decedent’s death. In default of issue, the 
remainders were to go to charity. While 
no children had been born at the date of 
decedent’s death, the Commissioner disal- 
lowed a deduction on the ground that it 
could not be said that the birth of a post- 
humous child “appeared to have been highly 
improbable at the time of decedent’s death.” 
The action of the District Court in admitting 
evidence that the widow was not pregnant 
at the time of decedent’s death, to permit a 
charitable deduction, was upheld. The ques- 
tion of pregnancy concerned an established 
fact at decedent’s death and was not a con- 
tingency. Therefore, it was susceptible of 
proof by any testimony tending to establish 
the fact, whether the testimony was avail- 
able at his death or only later—CCA-5. 
Marion H. Allen, Collector of Internal Reve- 
nue, Appellant v. First National Bank of At- 
lanta, as Executor of the Will of Conkey P. 
Whitehead, Deceased, Appellee, 48-2 vustc 
{ 10,630. 


Estate tax: Interest not allowed on re- 
payment of deposit.—In anticipation of an 
estate tax deficiency, taxpayer made an 
overpayment in tax to the Collector, which 
was refunded. Since the overpayment was 
not made on’ account of a tax shown to be 
payable by a verified return, or in response 
to a deficiency assessment, there was no 
overpayment within the meaning of Code 
Section 3771 (a) to warrant an allowance 
of interest, and the court was without juris- 
diction over the defendant United States of 
America.—DC Calif. Bernardine Murphy and 
Richard A. Grant, Trustees, Estate of Daniel 
Murphy, Plaintiffs v. United States of Amer- 
ica, Defendant, 48-2 ustc §[ 10,629A. 


Interpretations 


STATE COURTS 


Municipal tax on utilities—The Alabama 
Supreme Court upheld the decree of the 
lower court in ruling that a municipality is 
not authorized to require an electric com- 
pany, formerly selling and distributing na- 
tural gas and electricity, on applying for a 
license for the current year to sell and 
distribute electricity only, to include gross 
receipts from the gas service in the measure 
of the tax. The court reversed the opinion 
of the trial court in holding that the gas 
company, which took over the sale and dis- 
tribution of natural gas from the electric 
company during the preceding year, need 
not include in the measure of the license for 
the current year, the gross receipts prior to 
the time of taking over the service.—Ala. 
City of Phenix City v. Alabama Power Com- 
pany, CCH ALABAMA TAXx Reports f{ 84-002. 


Mortgage-recording tax.—A mortgage 
securing a debt for $3,500, on which the re- 
cording tax of $5.25 had been paid, was not 
rendered void as against subsequent judg- 
ment creditors by the subsequent issuance 
of a further note for $4,500, secured by the 
same mortgage, although the mortgagee did 
not request the Department of Revenue, 
pursuant to Title 51, Section 619, subsection 
(b), to ascertain the further tax payable. 
There was no other instrument authorizing 
the mortgagor or debtor to incur any further 
indebtedness; nor was there any basis or 
data for ascertaining the amount of any 
future indebtedness covered by the mort- 
gage. The provisions in question were de- 
signed to cover blanket mortgages or deeds 
of trust executed for securing bonded in- 
debtedness in which the proceedings author- 
izing such indebtedness furnished full data 
for ascertaining the amount of the indebted- 
ness and a reasonable basis for calculation of 
the tax.—Ala. Prestridge et al. v. Garry, CCH 
ALABAMA TAX Reports {[ 54-501. 
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Personal property tax: Collection.—The 
Delaware Superior Court, Sussex County, 
refused jurisdiction of an action brought by 
the City of Detroit against a former resi- 
dent of the city, now residing in Delaware, 
for a personal property tax obligation in- 
curred while a resident of the city. The 
court stated that no statute in Delaware 
covers the situation and that every court 
except in Missouri (State of Oklahoma vw. 
Rodgers, 193 S. W. (2d) 919) which has 
actually considered the question has ruled 
comity to be an insufficient reason for ac- 
cepting jurisdiction —Mich. City of Detroit 
et al. v. Proctor, CCH MicHicAn Tax RE- 
Ports { 24-030. 


Cigarette tax: Reports: Divulging infor- 
mation to tax authorities of other states.— 
A wholesaler of cigarettes may be required 
to include with his monthly return a list 
of names and addresses of out-of-state per- 
sons to whom cigarettes have been sold dur- 
ing the period covered by the return. The 
furnishing of such information by the tax 
officials to officials in other states under re- 
ciprocal agreements therewith does not de- 
prive the wholesaler of any property rights 
protected by either the state constitution 
or the United States Constitution, and does 
not impose a burden on interstate commerce. 
Such reciprocal agreements are not pro- 
hibited by statutory provisions; and the 
divulging of information to tax-collecting 
authorities in other states has reference to 
the enforcement of the Cigarette Tax Act, 
and permits the obtaining, in a proper and 
legitimate manner, of information requisite 
to such enforcement.—Mich. Roberts To- 
bacco Company v. Michigan Department of 
Taxation, 2 CCH State TAx Cases REPORTS 
q 250-010. 


Homestead exemption: Property under 
contract to sell.—Decedent and his wife 
contracted to sell the farm on which they 
lived, the title to which they held in joint 
tenancy. The contract was signed May 12, 
1947, at which time $5,000 was paid on the 
purchase price, leaving a balance of $5,500 
due. They reserved possession of the house 
until July 1 of that year and of the land 


until October 1. Decedent died June 22 
The farm, as the homestead of decedent and 
his wife, passed at his death to his wife, who 
took as the joint tenant and surviving spouse, 
The balance due on the contract of sale, viz,, 
$5,500, is personalty, and as such passes 
to decedent’s representative, but as the pro- 
ceeds of the sale of the homestead, it is ex- 
empt from inheritance tax.—Minn. Edna J, 
Boldt, Appellant v. Commissioner of Taxation, 
Appellee, CCH INHERITANCE ESTATE AND 
Girt Tax Reports { 16,327. 


Property tax: Refunds: Statute of limi- 
tations.—A suit for refund of payment on 
tax bills issued to cover sewer construction 
must be filed within five years after pay- 
ment. The statute of limitations will not 
be interrupted until another case involving 
the validity of the tax bills and the presence 
of duress is settled. Interest is allowable 
from the date of filing suit—Mo. Brink », 
Kansas City, Missouri, CCH Missourr Tax 
Reports { 24-036. 


Burden of proof: Appeal.—The value of 
stock fixed by the deputy appraiser for in- 
heritance tax purpose is prima facie correct, 
and the burden of proof is on the taxpayer 
to show that it is excessive.—Pa. Estate of 
Nettie B. Brillinger, CCH INHERITANCE Es- 
TATE AND Girt TAX REPorts { 16,334. 


Valuation: Stock.—A valuation of listed 
stock based on the sale price six days before 
and twenty-two days after the date of de- 


cedent’s death is a “fair market value.”— 
Pa. Ibid. 


STATE RULING 


Currency located out of state.—Currency 
owned by a resident but located in a safe- 
deposit box in Delaware is subject to Mary- 
land inheritance tax as intangible personal 
property.—Md. Opinion of the Attorney Gen- 
eral. 


Deduction: Tax of state of situs.—Death 
taxes levied by the State of Delaware on 
currency located in that state but owned by 
a Maryland decedent are deductible in com- 
puting Maryland inheritance taxes.—Md. 


Ibid. 


$$ 
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State Tax Calendar 


ALABAMA 
December 1—— 
Automobile dealers’ report due. 


December 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and ‘distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


December 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax fourth installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


December 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. : 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due. 


December 31 


Property tax return and payment due 
(last day). 


ARIZONA 
December 5—— 
Alcoholic beverages licensees’ report due. 


December 10—— 
Wholesalers of malt, vinous and spirit- 
uous liquors, report and payment due. 


December 15—— 
Gross income report and payment due. 


State Tax Calendar 


1948 DECEMBER 1948 
<n an CD 1 2 3 4 
5 678 9 1011 
12 13 1415 1617 18 
19 20 21 22 23 24 25 
26 27 28.29 30 31 «» 
December 20 
Express companies’ tax due (last day). 
Motor carriers’ report and tax due. 
Private car companies’ tax due (last day). 
Use fuel tax report and payment due. 


December 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 
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ARKANSAS 
December 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


December 20-—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


December 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 
December 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


December 5—— 
Personal property, secured by real estate, 
tax due (last day). 
Private car tax due. 
Real property tax semiannual installment 
due. 


December 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Personal income tax third installment 
due. 

Use fuel tax report and payment due. 


December 20-—— 
Motor carriers’ gross receipts report and 
tax due. 


1081 























































































































COLORADO 
December 5—— 


Alcoholic beverage manufacturers’ re- 
port due. 
Motor carriers’ tax due. 


December 10—— 
_ Motor carriers’ report due. 
December 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 
December 15—— 
Coal mine owners’ report due. 


Coal tonnage tax report and payment 
due. 


Denver sales tax report and payment due. 
Income tax fourth installment due. 
December 25—— 

Diesel fuel tax report and payment dte. 
Gasoline tax report and payment due. 
December 31 

Motor vehicle registration fee due. 





CONNECTICUT 
December 1—— 
Gasoline tax due. 


December 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
December 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
December 31 
Air carriers’ annual.report due. 





DELAWARE 
December 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
December 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 
December 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

December 15—— 

Beer tax due. 


December 25—— ; 
Gasoline tax report and payment due. 
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FLORIDA 
December 1—— 


Auto transportation companies’ 
and tax due. 


December 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic 
beverages report and tax due. 
December 15—— 
Dealers’, importers’ and carriers’ gasoline 


report 


report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 


Motor vehicle fuel use tax report and 
payment due. . 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


December 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


GEORGIA 
December 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


December 15—— 
Malt beverage tax report due. 


December 20-—— 
Bank share tax due (last day). 
Gasoline tax report and payment due. 
Intangible personal property tax due 
(last day). 
Property tax due (last day). 


December 31 





Chain store and mail order house tax § 


due. 


IDAHO 
December 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 


December 20—— 


Property tax semiannual installment due 
(last day). 
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December 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


Fourth Monday—— 
Personal property tax due. 


ILLINOIS 
December 10—— 


Motor carriers’ mileage tax report and 
payment due. 


December 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 


December 20—— 
Gasoline tax report and payment due. 


December 30—— 
Gasoline transporters’ report due. 


INDIANA 
December 1—— 
Alcoholic vinous beverage tax due. 


December 10—— 
Cigarette distributors’ interstate business 
report due. 


December 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. : 
Use fuel tax report and payment due. 


December 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
December 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


IOWA 
December 10—— 


Carriers’ gasoline tax report and payment 
due. ; 


Class “A” permittees’ beer tax report and 
payment due. 


December 20-—— 
Gasoline tax report and payment due. 


December 31 


Pipe line companies’ inspection fee due 
(last day). 


State Tax Calendar 














KANSAS 
December 10—— 
Malt beverage report due. 


December 15—— 
Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 


December 20—— 
Bank share tax first installment due. 
Property tax first installment due. 
Sales tax report and payment due. 
Use fuel report:and payment due. 
December 25—— 
Gasoline tax report and payment due. 
December 31 
Express companies’ tax due (last day). 





KENTUCKY 
December 10—— 
Amusement and_ entertainment 
and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
’ Refiners’ and importers’ gasoline tax re- 
port due. 


December 15——- 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


December 20—— 
Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 


report 


December 31—— 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
December 1- 
Soft drinks tax report due. 


Tobacco tax report due. 


December 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
December 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
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Carriers’. lubricating oils report due. 
Intoxicating liquor report due. 

Soft drinks tax report due. 
Tobacco tax report due. 


December 20—— 
Beer wholesale dealers’ tax report and 
payment due. 
Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
Kerosene tax report and payment due. 
Lubricating oils tax and report due. 
New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment 
due. 
December 31 

Bank share tax due. 

Property tax due. 

Public utility supervision and inspection 
fee due. 





MAINE 
December 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 
December 15—— 


Railroad and street railroad tax install- 
ment due. 


Use fuel tax report and payment due. 
December 31 


Gasoline tax report and payment due. 
Liquor manufacturers’ license fee due. 





MARYLAND 
December 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
December 15—— 
Income tax fourth installment due. 
Sales and use tax report and payment 
due. 
December 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
December 31 
Gasoline tax report and payment due. 





MASSACHUSETTS 
December 10—— 


Alcoholic beverage excise tax report and 
payment due. 

Meals excise tax report and payment due. 
December 20—— 

Cigarette tax report and payment due. 
December 31 

Motor fuel tax report and payment due. 

Motor vehicle registration fee due. 
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MICHIGAN 





December 1 


Steam vessel tonnage tax return and 
payment due. 


December 5—— 
Carriers’ gasoline statement due. 


December 10—— 
Common and contract carriers’ report 
and fee due. 


December 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


December 20-—— 

Cigarette report and tax due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and 
payment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
December 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


December 15—— 
Income tax fourth installment due. 
Interstate motor carriers’ mileage tax 
due. 


December 20-—— 
Cigarette tax and report due. 


December 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 
December 1 
Bank share tax due. 
Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph 
and telephone companies’ tax due. 


December 5—— 
Factories’ report due. 


December 10—— 
Admissions tax report and payment due. 


December 15—— 

Carriers’ gasoline tax report and pay- 
ment due. 

Income tax fourth installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 





November, 1948 @© TAX ES— The Tax Magazine 





















































urn and 


” report 


ue. 
ie. 


acturers’ 


ind pay- 


Yayment 


ent due. 


id pay- 


1e, 
whole- 


utors of 
e 


lagazine 


Sales tax report and payment due. 

‘Timber severance tax report and payment 

due. 

Use fuel tax report and payment due. 
“Use tax report and payment due. 
December 20-—— 

Gasoline distributors’, refiners’ and proc- 

essors’ report and payment due. 


December 25—— 
Oil severance tax and report due. 


MISSOURI 
December 5—— 
Nonintoxicating beer permittees’ report 
due. 
December 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
December 15—— 
Alcoholic beverage sales report due. 
December 25—— 
Use fuel tax report and payment due. 
December 31 
Franchise tax due. 
Freight line tax due. 
Gasoline distributors’ 
ment due. 
Income tax fourth installment due. 
Kansas City merchants’ and manufac- 
turers’ license expires. 
Merchants’ ad valorem tax due. 
Real estate tax due (last day). 

Soft drink manufacturers’ report and 
payment due. 
Tangible personal 

(last day). 
Utilities’ ad valorem tax due (last day). 


report and pay- 


property tax due 


MONTANA 
December 1 


Moving picture theatre licenses issued 
and tax due. 
December 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
December 20-—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


NEBRASKA 
December 1 


Domestic insurance companies’ premiums 
tax due. 


State Tax Calendar 


Personal property tax first installment 
due. 
December 10—— 
Cigarette distributors’ report due. 
December 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
December 1 


Domestic insurance companies (other 


than fire insurance companies), return 
due. 


First Monday 
Property tax quarterly installment due. 
December 10—— 
Liquor report by out-of-state vendors 
due. 
December 15—— 
Carriers’. gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
December 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 
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NEW HAMPSHIRE 
December 1 
Property tax due. 
December 10—— 

Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; 
wholesalers’ payment due. 

December 15—— 

Use fuel tax report and payment due. 
December 31 

Motor fuel report and tax due. 


NEW JERSEY 
December 1 
Bank share tax semiannual installment 
due. 
Public utilities (using the streets), third 
installment .of tax due. 
Railroad companies’ franchise and prop- 
erty tax due. 
December 10—— 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 
December 20—— 
Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 
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Cigarette distributors’ 
payment due. 
December 25—— 
Busses (municipal) gross receipts report 
and tax due. 
December 30-—— 
Carriers’ gasoline tax report due. 
December 31 


tax report and 





Distributors’ gasoline report and payment 
due. 






NEW MEXICO 





December 1 
Property tax semiannual installment due. 
December 15-—— 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
December 20—— 
Express companies’ tax due (last day). 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
December 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 






NEW YORK 
December 20-—— 
Alcoholic beverage tax and report due. 
December 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 

Public utilities’ additional tax and report 
due. 
December 31 

Gasoline tax report and payment due. 





NORTH CAROLINA 
December 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
December 15—— 
Income tax fourth installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment. due. 
December 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
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NORTH DAKOTA 

December 10—— 

Cigarette distributors’ report due. 
December 15—— 

Beer tax report and payment due. 

Gasoline tax report and payment due. 

Income tax fourth installment due. 

Interstate motor carriers’ tax due. 
December 25—— 
Use fuel tax report and payment due. 





OHIO 
December 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


December 15—— 
Cigarette use tax and report due. 
Utilities’ excise tax due (last day). 


December 20—— 
Dealers’ gasoline tax report due. 
Real and public utility property tax semi- 
annual installment due. 


December 30—— 
Carriers’ gasoline tax report due. 


December 31 
Gasoline tax due. 





OKLAHOMA 
December 5—— 
Operators’ report of mines other than 
coal mines due. 


December 10—— 
Airports’ gross receipts report and tax 


due. 

Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and 


vending machine owners’ report due. 


December 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax fourth installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


December 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 
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Use fuel tax report and payment due. 
Use tax report and payment due. 
December 31 
Oil, gas and mineral gross production 

report and payment due. 









OREGON 

December 10—— 

Oil production tax report and payment due. 
December 20-—— 

Alcoholic beverage tax report and pay- 

ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
December 25—— 

Gasoline tax report and payment due. 












PENNSYLVANIA 





December 10—— 
Importers of spirituous and _ vinous 





liquors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 
December 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax third 
ment due. 

December 31—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 












install- 





























RHODE ISLAND 
December 10—— 


Manufacturers’ alcoholic beverage report 
due. 


December 15—— 

Gasoline tax report and payment due. 
December 20-—— 

Sales and use tax return and payment due. 































































SOUTH CAROLINA 
December 1—— 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
December 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 
Power tax return and payment due (last 
day). 
December 15—— 
Income tax fourth installment due. 
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December 20—— 


Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 
December 31—— 
Property tax installment due. 


SOUTH DAKOTA 
December 1 
Motor carriers of passengers, tax due. 

December 10—— 
Interstate motor carriers’ report and tax 
due. 
December 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 
December 20—— 
Passenger mileage tax due. 
December 31 
Gasoline dealers’ tax report due. 





ny 





TENNESSEE 
December 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
December 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 
December 20-—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 

Sales and use tax report and payment 
due. 
December 31 
Motor carriers’ tax due. 





TEXAS 
December 15—— 
Oleomargarine dealers’ report and tax 
due. 
December 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
December 25—— 
Carbon black production tax report and 
payment due. 
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Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax re- 
port and payment due. 


December 30-—— 


Oil production tax report and payment 
due. 


December 31 
Chain store tax due. 





UTAH 
December 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


December 15—— 


Excise (income) tax fourth installment 
due. 


Use fuel tax report and payment due. 


December 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
December 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


December 15—— 
Corporation income tax fourth install- 
ment due. 
Electric light and power companies’ re- 
port and tax due. 

Personal income tax fourth installment 
due. 
December 31 
Gasoline tax report and payment due. 
Sleeping, parlor and dining car companies’ 

tax due. 





VIRGINIA 
December 5—— 
Individual income tax due. 
Property tax due (last day). 


December 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
December 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 
December 31 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 








December 1 

Street railways’ and air carriers’ and heat, 
light, power, conservation and regula- 
tion and pipe line companies’ property 


December 1 
Metalliferous miners’ report due. 


December 10—— 
Carriers’ gasoline tax report due. 


December 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 


WASHINGTON 
December 10—— 
Brewers and manufacturers of malt prod- 


ucts, report due. 


port due. 


WEST VIRGINIA 
December 10——. 
Alcoholic beverage’ tax report and pay- 


ment due. 


WISCONSIN 


tax due. 


report due. 


ment due. 


December 15—— 
Butter substitutes report and payment due. 
Wholesalers’ cigarette drop shipment re- 


December 20—— 
Use fuel tax report and payment due. 


December 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


December 15—— 
Cigarette use tax report and payment due. 
Sales tax report-and payment due. 


December 30—— 
Gasoline tax report and payment due. 





December 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 


December 15—— 
Coal docks’ tax due. 
Grain elevators’ tax due. 
Scrap iron and scrap steel docks’ tax due. 


December 20—— 
Gasoline tax report and payment due. 


WYOMING 





December 31—— 
Express companies’ gross receipts tax due. 
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Federal Tax Calendar 


December 1 


Last day for employees to file amended 
withholding exemption certificate for 
1949 where exemption status has pre- 
viously changed. If a reduction in with- 
holding exemptions occurs in December, 
new certificate must be furnished em- 
ployer within ten days of the date of 
change. Form W-4. 


December 15 


Last day for employers who withheld 
more than $100 in income tax from 
wages during the previous month to 
pay amounts withheld to authorized 
depositary. 

Due date for fourth quarterly payment 
of income tax for calendar year corpo- 
rations, estates and trusts. 


Due date, by general extension, of returns 
for year ending June 30 in the case of 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their rec- 
ords and books of accounts abroad; 
(4) domestic corporations whose principal 
income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 


or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
July 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stockhold- 
ers and of officers and directors of for- 
eign personal holding companies due 
for preceding month. Form 957. 


' Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps. purchased during the 
preceding month, with statement show- 
ing stamps on hand at beginning and 
end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. 


Return of stamp account by brokers, deal- 


ers in securities, etc., due for preceding 
month. Form 828. 


December 31 


Return for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 729, 
932. 
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